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BRITISH MONOPOLY POLICY 1944-56 


JOHN JEWKES 


Oxford University 
I. INTRODUCTION 


Now that the Restrictive Trade Practices Act of 1956 has come into force, 
British policy with respect to monopoly enters a new phase. It is opportune, 
therefore, to attempt to assess the consequences of the earlier Monopolies and 
Restrictive Practices (Enquiry and Control) Act of 1948, to survey the in- 
formation about monopoly in British industry brought to light by the reports 
of the Monopolies and Restrictive Practices Commission set up under the Act 
of 1948, to examine the changes in policy and procedure embodied in the new 
Act of 1956 and to speculate, in turn, about the effects this may have upon the 
operation of industry. 

It may be helpful at the outset to sketch in a little of the earlier history. 
Between the two world wars belief in Britain in the merits of competition had 
almost entirely disappeared. This was largely attributable to the prolonged 
period of depression suffered by a number of the basic British industries, 
notably coal mining, iron and steel, ship building and textiles. In these indus- 
tries it came to be generally assumed that long period decline could best be 
met by organized control over output and prices. This doctrine was accepted 
by the governments of the day, both Conservative and Labour, and in several 
industries statutory schemes were introduced whereby a majority of the pro- 
ducers could impose output quotas and minimum prices upon whole indus- 
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tries. The official sanction thus conferred upon restrictive practices bred 
feeling that monopoly was desirable in itself and led to the growth in other 
industries of voluntary schemes for controlling markets. Judicial decisions in 
restraint of trade cases reflected this popular feeling; the idea that “what was 
suite for producers must be good for the community” remained unch lenge d. 
We shall see later that the aimost peiaiogcel dread of surplus capacity anc 
ruinous competition, implanted in the minds of British business men ix 
years between the wars, has left its mark and still colours their thinking shen 


~ 
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a post-war world where such conditions no longer rule. 
Unlikely as it may have appeared in 1939, a change in eon thinking was 
in the offing. This can hardly be said to have been due to the enunciation of 


any new economic truth or the presentation of any old economic truth in a 


fresh and exceptionaliy persuasive form. The post-war disposition 
to place greater reliance upon competition must rank among those myst 


mysterious 
and unpredictable switches in broad economic thinking, so numerous in his- 
tory, in which irrationality has played at least as g 


reat a part as ralionclity 


“anh 


The first straw in the wind was a somewhat vaguely worded paragraph it 


the White Paper on Employment Policy of 1944. 





There has in recent years been a growing tendency towards combines and toward 
agreements. ... Such agreements or combines do not necessarily operate against th 
public interest; but the power to do so is there. 

The suggestion in the White Paper was that a high and sable level of emplo 
ment would be difficult, if not impossible, to maintain should monopoly 


ali ¢ 


1ere is a depression, or a threat of a depression, then the standard methods of 
tl is a depr n threat of a depr hen the stand 


industry be common. The argument was always dubious. It ran as follows: if 


expansion might not produce an increase in the demand for labour but might, 


instead, be absorbed by the monopolists in the form of higher prices for their 
goo's. In these days it hardly seems worth while to discuss this theory. Post- 
war experiences makes it clear that, provided the forces of inflation are strong 


enough, full employment will follow even if monopoly exists on 





scale. It is, however, easy to understand why the theory proved so acceptabl 
in 1944. For in all the schemes of post-war reconstruction the abolition of un- 
employment ranked first and any measure which could be held to contribute 
to that end was hardly likely to be questioned. 

The next important event in this brief history was the ae g of the 


Monopolies and Restrictive Practices Act of 1948. A Labour Government was 
responsible for it. This may, at first sight, appear surprising The British 


ise 2 al 


Socialist Party had not traditionally been opposed to industrial monopoly; it 
was more disposed to stress the alleged evils of competition. Monopoly, the 


socialists often argued, was inevitable, either in the form of restrictive agre 


ments or large scale amalgamations, and this constituted a natural stepping 


stone to the next stage in industrial evolution—the nationalization of indus- 
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try. Indeed, while the Labour Government was engaged in 1948 in trying to 
restore competition to one sector of British industry, it was also busily creat- 
ing statutory monopolies in coalmining, ciansport, iron and steel, electricity 
and civil aviation by its various nationalization schemes. It is interesting to go 
back to the Parliamentary debates in 1948. The two major political parties 
welcomed the objects of the Monopolies Bill and by now both were readier to 
accept the idea that competition could make a contribution tq_enterprise and 
efficiency, although the Labour Party was able to convince itself that.a case 
still existed for monopolies in nationalized industries while the Conservatives; 
perhaps believing that enquiries into industrial monopolies would reveal that 
these were less serious than generally believed, stressed the urgent need for 
paraliel studies of the consequences of restrictive practices among trade 
unions. 

The Act of 1948 had an eight years run. But, with the return to power in 
1950 of the Conservatives, criticism of the procedure and indeed of the find- 
ings under the Act became more general and the final outcome was the Act of 
1956. This move, once again, was the resultant of a mixed set of forces, some 
of them political, some economic, some exerted by those who felt that changes 
were being brought about too precipitately. Perhaps the following four factors 
were the most important. 

First, there was a steadily growing conviction in at least some sections of 
the Conservative Party that only through competition and free enterprise 
could British industry maintain itself in the post-war world and raise exports 
to the level at which the perennial balance of payments strains could be re- 
moved. Mr. Thorneycroft, then President of the Board of Trade, in moving 
the Second Reading of the 1956 Bill, put this matter quite clearly: 

The background of any Bill on this subject was a free enterprise society, and the 
purpose of any such Bill must be to secure that the virtues of free enterprise, initia- 
tive, adaptability and risk taking were not throttled by restrictions which industry 
imposed on itself. Agreements between traders were tempting ways of avoiding 
competition; they thrived in the thirties when it was powerfully argued that such 
devices mitigated unemployment and staved off bankruptcy by avoiding cut-throat 
competition. Today the problem had undoubtedly changed, but many of the principles 
continued. .. . It was now claimed that they ensured supplies at stable prices whilst 
the manufacturers competed in quality and service. If people were free to select 
where competition operated, it would tend to operate where it had the least marked 
effect. 


The second factor was the dissatisfaction of business men themselves with 
the working of the Act of 1948. This is a matter which wil! be discussed in 
more detail later but the gist of their criticism can be set down here. Many of 
the reports of the Monopolies Commission proved to be highly critical of the 
conditions and practices revealed. The Commission was an administrative 
body and, while it could call for any relevant evidence from an industry under 
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examination, and while it normally discussed the case with that industry, 
the interpretation of the facts as finally set down in the reports of the Com- 
mission could at no point be challenged by the industry. Industrialists, there- 
fore, began to plead for something more closely approximating to a judicial 
procedure, under which the evidence submitted to the judging body could be 
made subject to cross examination—a procedure which they held would pro- 
vide a fairer form of hearing. 

The third reason was a burst of public indignation, vigorously fostered by 
some newspapers, at what were considered to be the sinister activities of cer- 
tain firms and industrial associations in the enforcement of their restrictive 
agreements. For the most part these related to the methods pursued to enforce 
resale price maintenance agreements. In particular, the activities of the British 
Motor Trade Association in obtaining evidence of, and in preventing, price 
cutting in motor car tyres came under fire. The Monopolies Commission, in its 
report on “The Supply and Export of Pneumatic Tyres,” produced evidence 
which naturally enough led to an outcry about “star chamber” methods and 
invoked spontaneous public sympathy for small retailers who, it was con- 
sidered, were being unfairly hounded about by the larger corporations. This 
undoubtedly explains the important place which resale price maintenance 
occupies in the 1956 legislation. 

Fourthly, the Government, as a result of one of the reports of the Monopo- 
lies Commission itself, was placed in a position in which it could hardly refrain 
from new legislation. Under the Act of 1948 it had been assumed that, after 
the lapse of a few years, in the course of which the Monopolies Commission 
would have produced reports and recommendations upon a number of indus- 
tries, thereby accumulating experience and establishing precedents, it would 
be possible to reach conclusions as to whether certain groups of practices 
should be declared illegal merely because of their presence and without regard 
to proof of their undesirable consequences in any specific case. The Board of 
Trade was, therefore, empowered to request of the Commission from time to 
time reports upon the general effects on the public interest of specified prac- 
tices. Under this provision the Commission had been instructed in December 
1952 to report upon collective discrimination, i.e. practices of exclusive deal- 
ing, collective boycotts, aggregated rebates and other discriminating trade 
practices. The terms of reference for this report were, indeed, inconveniently 
narrow, for the Commission was instructed to consider the consequences of 
collective discrimination without passing judgment on common price agree- 
ments, the enforcement of which is usually the principal purpose of collective 
discrimination. Despite this hampering restriction, the majority of the Com- 
mission produced in June 1955 a report in which it was recommended that 
these practices should be declared illegal, although with provision for excep- 


"Monopolies and Restrictive Practices Commission, “Report on the Supply and Export 
of Pneumatic Tyres,” p. 52. 
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tions on specified grounds. This forthright declaration involving, as it would 
have done, legislation which, for the first time, would have turned certain 
forms of monopolising into a criminal offence, confronted the Governmert 
with a choice. Either it must accept the recommendations of the report or it 
must produce some revised scheme of its own. In framing the Act of 1956 it 
chose the latter course. 

A more detailed examination of the provisions of the Act of 1956 and of 
some of its earlier consequences will be made in a subsequent article. It is 
sufficient here to note that the Act involved interesting, and it may prove in 
time highly significant, departures in policy. First, it made a clear distinction 
between restrictive practices involving agreements between the parties (price 
and output association, etc.) and monopolies arising from the domination of 
one or a few large producers. Second, the two forms of economic monopoly 
were to be handled in different ways. The single producer monopoly cases 
would, as heretofore, be reported on by a new Monopolies Commission (small- 
er than the old Commission) to the Board of Trade. As for monopolies 
through agreement, a Register of Restrictive Practices was to be kept and a 
Court was to be set up, the Restrictive Practices Court, as a branch of the 
High Court, which would try cases submitted to it and would be guided by 
provisions laid down in the Act of 1956. This was a new constitutional de- 
velopment. All restrictive agreements had to be registered and open to public 
scrutiny. Third, one form of restrictive agreement, resale price maintenance 
enforced by collective action of firms, was declared illegal although, at the 
same time, the legal enforcement by individual firms of their own resale price 
maintenance schemes was to be made simpler and more effective. In brief, in 
the Act of 1956 there was something for everybody. The Register of Restric- 
tive Agreements might be expected to go some way towards satisfying those 
who regarded publicity as an important defence against monopoly. The crea- 
tion of the Restrictive Practices Court in part met the demand of indignant 
business men that cases should be examined by judicial procedure. The prohi- 
bition of collective resale price maintenance paid heed to the popular public 
outcry against industrial star chambers. The separation and treatment of 
single producer monopoly might be expected to reassure those who were 
anxious that the process of monopoly control should not endanger the full ex- 
ploitation of the economies of large scale operation in industry. And the 
Government could claim that so wide reaching a measure as the Act of 1956 
was ample evidence of their determination to foster competition and private 
enterprise. 

Attention may now be devoted to a fuller examination of the Act of 1948. 


II. THE MoONOPOLIES AND RESTRICTIVE PRACTICES (ENQUIRY 
AND CoNTROL) Act, 1948 


There was nothing in the Act of 1948 to imply that monopolistic control of 
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the market was necessarily contrary to public interest. The underlying as- 
sumption was that monopoly might or might not have socially adverse effects 
and that each case should therefore be decided strictly on its merits. For that 
purpose a Monopolies Commission was set up to examine cases submitted to 
it by the Board of Trade. The Board of Trade might request the Commission 
simply to report on the facts, or to go beyond that and render a judgment as 
to whether the conditions found to exist were contrary to the public interest 
and, if so, to make suggestions as to suitable remedies. It was then for the 
Board of Trade (or other competent government department) to decide what 
action should be taken. It seems to have been presumed that discussions be- 
tween the appropriate government department and the industry would often 
lead to a voluntary decision by the industry to desist from the practices 
deemed to be undesirable. If sanctions proved necessary these were to take the 
form, in each case, of a statutory order approved by Parliament. The whole 
procedure was, and was intended to be, informal and flexible. The Commission 
held its proceedings in private although, of course, its reports were published. 
No cross examination of witnesses was permissible. No penalties for past ac- 
tions were prescribed. In deciding whether the public interest was adversely 
affected, the Commission was restricted to a consideration of practices cur- 
rently being pursued. 

No guidance of any consequence was given to the Commission as to the 
meaning of public interest. Indeed, in the Second Reading of the Bill in Parlia- 
ment, the responsible Minister had frankly confessed his failure to find a 
satisfactory definition: 

The phrase, the public interest, occurs a number of times in the Bill and some 
have suggested that we should set out a definition. . . . I can sincerely inform the 
House that we have tried our best to work out such a definition and have failed. 
This is a matter that can, and should, be safely left to an impartial tribunal. 


It is therefore not surprising to find that the clauses in the final Act referring 
to public interest proved to be useless generalities. The major condition to 
which the Act applied was that one producer, or several producers acting 
jointly, should be responsible for at least one-third of the national supply of 
a commodity or service—a provision so wide that, interpreted literally, it 
might well have comprehended practically the whole of British industry. But, 
beyond that, the Commission was left free to interpret the facts in the light of 
its own conceptions of what was economically and socially desirable. 

To anyone familiar with the extensive code of laws and the elaborate ad- 
ministrative machinery operating in the United States or Canada for the con- 
trol of monopoly, the British Act of 1948, and what followed from it, may 
appear very much as a small scale, half-hearted and casually informal ap- 
proach to a problem of great magnitude. This impression could well be in- 
tensified by a recital of a few other simple facts. The total annual cost of the 
operation of the Monopolies Commission has never exceeded about £100,000. 
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The Commission consisted of ten (later fifteen) members of whom only the 
Chairman was full time. Between 1948 and 1956 the Commission produced 
twenty reports concerning the supply of Dental Goods, Cast-Iron Rainwater 
Goods, Electric Lamps, Insulated Electric Wires and Cables, Matches and 
Match-making Machinery, Insulin, Certain Semi-Manufactures of Copper 
and Copper-based Alloys, Calico Printing, Imported Timber, Pneumatic 
Tyres, Buildings in the Greater London Area, Hard Fibre Cordage, Sand and 
Gravel in Central Scotland, Certain Rubber Footwear, Certain Electrical and 
Allied Machinery and Plant, Linoleum, Certain Industrial and Medical Gases, 
Standard Metal Windows and Doors, Tea, Electronic Valves and Cathode 
Ray Tubes. In addition, a Report was published on Collective Discrimination 
in general. This list is testimony to the heavy labours of a part-time body of 
Commissioners and a small official staff. Yet many of these references cover 
small industries or small parts of larger industries and, in total, the work of 
the Commission can have covered only a tiny fraction of the industrial sys- 
tem. Indeed it is something of a mystery why these particular cases were 
chosen ws dle the Board of Trade for submission to the Monopolies Commission 
for there were many other well known and large scale monopolies in operation 
which were left unchallenged. And the nationalised industries—particularly 
coal mining, iron and steel, transport—were expressly excluded from investiga- 
tion by the Commission. 

No one, of course, can say whether, in 1956, British industry was more 
competitive than it would have been if there had been no Monopolies Act of 
1948. But it is reasonable to suggest that the work of the Commission was not 
without result. 

In only three of the tenty industries examined did the Monopolies Com- 
mission record a clean bill of health or anything approaching it. In one other 
case, while the Commission found clear evidence of restrictive practices, it was 
not called upon to give its opinion as to whether the practices were contrary 
to he lic inte ‘rest. In the remaining sixteen cases, at least a majority of the 
Com or recorded a verdict that practices had been found which were 
contrary to public interest pe recommendations were made for preventive 
action by the Government. In at least six cases there was a thorough-going 
criticism of the practices revealed which appears to have had a notab'e influ- 
ence on public opinion and to have established beyond doubt that the work 
of the Commission was of value. It is not easy to assess the consequences of 
the measures taken by the Government on the basis of these reports. Of the 
sixteen cases mentioned above where action was recommended by the Com- 
mission, four of the later ones were set on one side as more properly the 
interest of the Restrictive Practices Court established under the 1956 Act. In 
the remaining cases there appears to have been only one Order submitted by 
the Government to both Houses of Pwliament, restraining an industry from 
certain prescribed acts. For the rest the Government, while in the main ac- 
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cepting the recommendations of the Commission, sought by discussion with 
the industry concerned to implement its wishes by voluntary agreement. From 
any evidence available, it appears that the offending industries have shown 
themselves willing to comply with the requests and the instructions of the 
responsible government departments. 

These results, therefore, are not very concrete. But observation suggests 
that the less tangible consequences of the work of the Commission cannot be 
ignored. In a number of industries, not examined by the Commission, it is 
known that restrictive practices have been discontinued. Above all, the strong 
tide which flowed between the wars has been arrested and even reversed: 
British business men can no longer assume that the Government and the pub- 
lic will remain indifferent to their efforts to create monopolies. 


III. THe DEFENCE SET FORTH BY THE BUSINESS COMMUNITY 


When the time arrives at which it becomes possible to make a final assess- 
ment of what was done under the Monopolies Act of 1948, it may well prove 
that what was most significant was not the prac ‘ical steps taken to increase 
competition but the increased understanding of the whole problem of monop- 
oly arising out of the reports of the Commission and the reactions to those 
reports by the business community. The Monopolies Commission, indeed, has 
not always spoken with one voice; the principles which have informed its 
findings have not remained wholly consistent from one report to another (this 
is especially true after the Commission was enlarged in order to expedite its 
work and when different sub-committees became responsible for different 
reports). But, taken as a whole, the reports have reached a very high standard 
in the accumulation of relevant facts and in the presentation of the case for 
and against the restrictive practices found to exist. And, in some of the re- 
ports, the analysis constitutes a permanent addition to the best literature on 
the whole subject of monopoly and competition. In what follows the twenty 
reports have been drawn upon to indicate some of the more interesting topics 
to be found there. 

British industrialists responded to the work of the Monopolies Commission 
with a mixture of pained surprise, exasperation and indignation. This was 
hardly to be wondered at. For the restrictive practices which they now found 
challenged were precisely those which had been positively encouraged before 
the war. Their world had suddenly become topsy-turvy.2 They were being 


* Thus in the Report on the Calico Printing Industry (par. 185), where price fixing and 
output control was found, the Federation declared “an industry which has been sorely tried 
and harassed over many years and cannot even now have confident hope in the foreseeable 
future has achieved a degree of stability it has long sought but never enjoyed until now. 
Those engaged in it hold a firm and even passionate conviction that to impair the organi- 
zation built up as a result of patient effort and considered thought to meet unexampled 
difficulties can only end in a condition of chaos for those who work in it and whose capital 
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compelled to rethink what they had been allowed to regard as the axioms of 
sound business judgment and action. They were unpracticed in finding reasons 
to justify restrictive practices. It is, therefore, of more than ordinary interest 
to examine the grounds on which they set forth their defence. 

In the great majority of the industries which have comme before the Com- 
mission, business men and their counsel have been concerned not so much to 
deny the existence of monopoly as to seek to defend and justify it. In the 
process they have employed a very odd mixture of early socialist doctrine and 
fashionable economic theory. And intertwined with this are to be found some 
of the more naive deductions falsely drawn from the theory of perfect compe- 
tition. 

It is particularly intriguing to find business men in these days resurrecting 
the interpretation of the competitive system as set down by the Fabian social- 
ists in the early part of the century. The Fabian doctrine will be familiar: a 
competitive system inevitably leads to surplus industrial capacity since there 
is no central coordination of total supply and demand. This leads to sales be- 
low cost of production and to ruinous competition. The decline in profits de- 
prives industry of the resources for re-equipment and thereby inhibits technical 
advance; falling prices compel manufacturers to debase quality, to multiply 
uneconomically the varieties of goods being produced and, ultimately, to 
force down wages. All this, it is suggested, is more likely to happen when 
overhead costs are a high proportion of total costs. The general result is that 
the industry becomes unstable; all firms, efficient and inefficient alike, are 
dragged down to unprofitable trading. Only after a prolonged period of cut- 
throat competition will firms disappear and then the community will suffer in 
the opposite sense—there will not be sufficient capacity to meet its needs. 

British socialists hardly ever use arguments of this kind now. But apparent- 
ly they commend themselves to British business men. The following are but a 
sample of many similar possible quotations drawn from the documents sub- 
mitted to the Commisison by various industries.* 





is embarked in it, and that it would be nothing short of a calamity in the public interest 
for the industry to suffer thereby as it would do. Its whole well being is at stake.” 

And in the Report on the Supply of Semi-Manufactures of Copper (par. 284) where price 
fixing and supporting restrictive devices were found, the industry urged the Commission to 
“pay great regard to the fact that it is virtually the unanimous feeling of this industry and 
of the men who are running this industry, that this type of organization is necessary for 
their well being, remembering after all that these men are where they are because in their 
own personal lives they have established that their judg:nent in this industry is sound. .. . 
There is an overwhelming feeling of men of great ability in the industry, with very great 
practical experience, that this type of organization is fundamentally important to them and 
is necessary for the well being of the industry and those they serve.” 


* See in particular: Electric Lamps Report, par. 238; Calico Printing Report, par. 174; 
Semi-Manufactures of Copper Report, par. 269; »fetal Windows Report, par. 195; Lino- 
leum Report, pars. 154-55. 
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To sum up, the Association declare that “so far from stifling competition our 
system has made competition more efiective in its operation and more rapid in 
producing its results. ‘Price leadership’ combined with a common price has stimulated 
competition in quality, maintained a market price below that which would have 
prevailed under the old price competition and a rate of technical progress that is 
quickened by the pressures created by the system” [Rubber Footwear Report, par. 
246]. 


Without common price arrangements [the manufacturers contend] “prices would 
be forced down to a wholly uneconomic level.” Although in theory the long-term 
price in a free market must be high enough to cover the normal costs of the highest 
cost producer whose output is needed to meet demand, in practice there may be 
“prolonged periods when prices are barely sufficient to cover the normal costs of the 
lowest-cost producers, with the result that the financial structure of the producing 
industry is weakened, and its technical progress retarded, while its weaker members 
may be driven out of business.” Bankruptcy “does not necessarily eliminate excess 
productive capacity but may merely cause the apparent excess capacity to pass under 
new ownership, with a lower capitalisation for the same physical assets.” It, however, 
the excess capacity is eliminated for some reason, and if “the period of weak demand 
is a temporary phenomenon superimposed upon a long period upward trend,” the 
removal of excess capacity may ultimately leave a smaller aggregate capacity than 
the industry requires. If this happens, either the surviving firms emerge “in an even 
more dominating position” and will raise prices to a point “at which even the highest- 
cost producer . . . can earn handsome profits,” or new productive capacity will have 
to be constructed [Electrical Machinery Report, par. 689]. 


The pleadings of the business men may be examined under two heads, 
those which relate to monopoly by agreement and those which relate to 
monopoly through fewness of producers. 


PRICE AND Output A’ *EEMENTS 


Broadly the defence of restrictive agreements has run as follows: 

1. There is a condition in an industry (never clearly defined but variously 
described as unregulated, cut throat, full-blooded, unrestricted, unbrid!ed, all 
out, open, ruinous, indiscriminate or blind price competition or as the unmodi- 
fied impact of supply and demand) which is bad in that it brings about in- 
stability, slows up technical progress for various reasons, and tends to debase 
quality. 

2. There are various modified forms of competition which are better suited 
to modern conditions and which do not carry with them the drawbacks of 
unregulated competition. Thus, in the absence of price competition, firms will 
compete more vigorously in-offering better quality or service. If firms are not 
compelled to compete in the home market they can engage more effectively 
in the competition arising in foreign markets. Where firms observe common 
prices, they can the more vigorously compete in reducing costs, etc. 
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3. The beneficial results which are normally claimed for unregulated com- 
petition can in fact be achieved, and sometimes achieved more quickly or more 
economically, through regulated competition. Here the defenders of regulated 
competition exploit to the full the muddle in which economic theory on the 
subject of monopoly and competition now finds itself. Thus in the Tyres Re- 
port the manufacturers argued that the essence of competition is a uniform 
price; but, in practice, this uniform price under unregulated competition will 
be brought about only slowly by the kiggling of the market; price discussions 
between manufacturers will speed up the attainment of the uniform price; 
price discussions are, therefore, a part of the market process. In one case, that 
of Metal Windows, it is actually argued that when manufacturers quote iden- 
tical prices this has the effect of granting to the consumer “complete freedom 
of choice.” 

4. Unbridled competition tends to destroy competition. The familiar form 
of this argument is that, in the absence of resale price maintenance, small 
distributors will be driven out of existence and competition thereby restricted. 
But it can take other forms. Thus in the Semi-Manufactures of Copper Report 
it is suggested that unregulated competition would lead firms to specialize and 
this would, in effect, give to these firms ‘“‘a real degree of monopoly power.” 

5. Although, at first sight, the price and output associations may appear 
monopolistic, yet in practice they are not so—either because the associations 
are not 100° complete or because there is competition from products which 
are near substitutes. 

6. None of the conditions traditionally associated with monopoly are, in 
fact, present. Thus prices, although fixed by agreement, are not unreasonable; 
rates of profit are not above the level found in other industries. Uniform 
prices are, indeed, to be found but, it is pointed out, uniform prices, as laic: 
down in standard economic theory, constitute evidence of perfect competition. 

7. In a few cases, it is claimed, the price agreements are needed for the 
defence of small firms against monopolistic buyers and therefore are a healthy 
manifestation of “countervailing power.” 

In most of the cases which came before it, and in its general Report on Col- 
lective Discrimination, the Monopolies Commission (or at least a majority of 
its members) submitted solid grounds, both in fact and in logic, for rejecting 
the c_fence of the industrialists. Many of the arguments and counter-argu- 
ments will be familiar to those in any country who have made a study of 
monopoly. But there are two topics, occupying a peculiar place in the British 
discussions, which merit comment. 


COMPETITION AND THE DEBASEMENT OF QUALITY 


If one is to judge from the statements made before the Monopolies Com- 
mission, it is widely held among British business men that where price com- 
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petition rules then there is a strongly established tendency for the quality of 
goods and services to deteriorate. The argument, in the course of time, has 
become highly elaborate. Price competition between manufacturers will lead 
them to lower the quality of their goods (hence the case for common prices 
ex-factory); price competition between the distributors of those goods will 
result in inadequate after-service and render the goods less satisfactory in 
operation (hence the case for resale price maintenance). The argument runs 
both positively and negatively: if there is price competition, quality will be 
lowered; if there is no price competition, then competition will be diverted 
into more useful channels and one of these will be the rivalry between firms to 
surpass each other in the high quality of the goods offered. At times, it seems 
almost that the manufacturer conceives it as one of his social functions to pro- 
vide goods and services of a certain minimum grade even though the consumer 
himself is satisfied with something inferior. Thus in the Tyres Report (par. 
455) Dunlop, defending the practice of resale price maintenance and full 
after-service by retailers, commented: 


The only way .. . to make buyers use this service is to make them pay for it, in 


the expectation that having paid for it, they will use it. } 


And at one stage even a minority of the Monopolies Commission accepted 
this view (pars. 563-64) arguing that “reputable” dealers in tyres provide a 
service which “makes some contribution to road safety” and that such a dealer 
is “entitled to protection from cut-rate competition from persons providing no 
service.” 

The argument is puzzling because it raises so many other questions which 
apparently the business men did not put to themselves but which, fortunately, 
were very much in the minds of members of the Monopolies Commission. Even 
if there be price competition, why should not a firm, feeling the effects of it, 
respond by putting on the market a better article at the same price? If price 
competition tends to debase quality, why should not quality competition in 
effect lead to debasement of prices? Why should business men apparently en- 
gage in competition in quality with a light heart while showing such morbid 
fear of price competition? 

Again, as to the elementary facts. Is it really the case that, in the intense 
competition in a number of British industries between the wars, there was a 
progressive fall in the quality of the goods being produced? The evidence sug- 
gests otherwise: in that period, particularly in the export trade, British indus- 
tries were losing their low grade trade and they maintained to a higher degree 
their position in the higher quality products. Is it true that, at preseni, in the 
export market where price competition is inescapable, British industrialists 
offer poorer quality goods than in the home market? The industrialist would be 
the first to deny this. Is it true that those British industries which are known 
to be competitive are less interested in quality than those known to be 
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monopolistic? There is nothing to support such a view. Is it true that in those 
countries, such as the United States, where industrial competition is active, 
the quality of the products is generally lower than in those countries where 
monopoly is common, such as Britain? The converse is more likely true. 

At times, indeed, in reading through the reports of the Monopolies Com- 
mission, it almost appears that the British businessman has argued himself 
into a position in which he doubts whether the consumer can ever possess suffi- 
cient discretion and knowledge to exercise his choice in a rational fashion 
(this again is reminiscent of some inter-war socialist argument). Sometimes it 
seems to be suggested that, even where the consumer is in full possession of 
the relevant knowledge, he will tend to choose, among all the possible combi- 
nations of price and qualit.’, a lower quality than is in his own best interests. 
It should, therefore, be one of the duties of business men to correct this self- 
harming bias on the part of the consumer. More frequently, the argument 
seems to be that the consumer does not and cannot possess sufficient knowl- 
edge to make a wise choice. Thus he will not be in a position to judge whether 
the water pipes being fitted into his new house are made of a durable metal, or 
whether the electricity cable is safe, or whether the motor car tyres he pur- 
chases will in fact give as long a life as is claimed for them. 

In countering these arguments the Monopolies Commission has, in the 
main, shown itself robustly liberal in outlook. Why, it has asked, should the 
consumer not be allowed to be the judge of his own interests? Where, for 
technical reasons or through the absence of experience, it is difficult for the 
consumer to judge, why should he not employ the specialized knowledge of 
agents, such as architects, or even make use of the experience of other con- 
sumers? Where questions of personal or communal safety arise, does not this 
constitute a case, not for action on the part of self-appointed price associa- 
tions, but for government intervention in the maintenance of minimum 
standards? But, despite the cogency of such arguments, some of these doubts 
as to whether consumers can really look after themselves have passed over 
into and have influenced the form of the 1956 legislation. 

It is purely speculation on my own part but it appears to me that, at the 
root of this fear on the part of the business man of the danger of debasement, 
lies his knowledge that his price agreements will always be precarious unless 
the number of varieties of a product can be cut down to a tolerable minimum. 
The original fixing of standard minimum prices or of output quotas, and the 
policing of prices once they have been agreed upon, become progressively more 
difficult the more numerous are the qualities, with the corresponding different 
prices, of the product available to the consumer. Or, to put it in other words, 
having perceived clearly the conditions necessary for the maintenance of 
price associations, the business man seeks to present these conditions as a 
social justification for the price agreements themselves. 

The second peculiarity of the defence of monopoly as set forth by British 
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business men is their confident belief that only under conditions of monopoly 
will research and technical progress be properly encouraged. This topic must 
be left for treatment in a subsequent article. 


MONOPOLY AND OLIGOPOLY 


Among the cases studied by the Monopolies Commission there are not 
many which deal with the single producer or the oligopolistic position. Since 
1948 the main emphasis of British monopoly policy has been centred on 
agreements and not on market control arising through the fewness of produc- 
ers. Indeed, it is doubtful whether public opinion has yet become aware that 
size can constitute a problem. One indication of this is that when in 1952 the 
Nuffield and Austin motor car interests were merged into the British Motor 
Corporation controlling about one half of the total national output of pas- 
senger and commercial vehicles, and when in 1957 Courtaulds and British 
Celanese amalgamated to give an 85° control of the rayon industry, little or 
no anxiety was expressed anywhere as to the possible dangers of the market 
control which would be exercised by such business aggregations. 

It is true that the Monopolies Commission, in the course of its work, re- 
vealed that two British firms controlled two-thirds of the electric lamp pro- 
duction; four firms nearly one-half of the insulated electric wires and cables; 
one firm over nine-tenths of the matches; three firms the whole of the 
insulin; one firm about one-half of the motor car tyres; one firm 44% of the 
rubber boots; one firm 96% of the oxygen; one firm 40% of the standard 
metal windows; and one firm 58% of the electronic valves. Even in these 
cases, however, the Commisison normally concerned itself with the study, 
along the more traditional lines, of price and output agreements. It was not 
until the Tyres Report, issued in 1955, that the Commission commented: 
“We are dealing here with a situation quite different from that which has had 
to be considered in most of the Commission’s enquiries” and then proceeded 
to expound and accept the familiar theory relating to oligopoly—that price 
competition in the ordinary sense will be impossible since all the firms recog- 
nize that aggressive market policy on the part of one will provoke responses 
on the part of the others and leave all the firms in a less satisfactory position. 
And it was not until the publication of the Report on the British Oxygen Com- 
pany, issued at the end of 1956, that the Commission was confronted with an 
uncomplicated case of a single large producer. 

In dealing with oligopoly (a few large producers) price leadership (one 
large producer and a number of smaller ones) or monopoly (a single pro- 
ducer), it could hardly be claimed that the Monopolies Commission has made 
much progress either in the analysis of the problems or in the devising of 
policy with respect to them. In some ways the Commission has, indeed, added 
to the existing obscurities. This comes out most obviously in the Tyres Re- 
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port. Here the Commission began by accepting the standard text book argu- 
ment regarding oligopoly: 


The industry is dominated by some half a dozen firms . . . they all know that any 
aggressive market policy on the part of one would provoke a response from the others 
which might lead to a prolonged period of full-blooded competition . . . with disastrous 
effects on the profits of all. . . . In these circumstances it seems improbable that price 
competition of the kind which is normal in industries where there are many independ- 
ent manufacturers will develop between the manufacturers of tyres, at any rate 
without radical changes in the structure of industry.* 


Now if this argument is sound then, in this industry, because of its struc- 
ture, there is no possibility of price competition and that would seem to be the 
end of the matter. But at that point the Commission appears suddenly to have 
become suspicious of its own logic. For in its enquiries it discovered that the 
manufacturers of tyres, through their association, The Tyre Manufacturers’ 


Conference, did in fact engage in discussions regarding prices and it con- 
cluded: 


It may well be that, in present conditions, without these discussions there would 
be little price competition between tyre manufacturers, but it is certain that with 
them there will be less. .. . We therefore conclude that the T.M.C.’s price discussions 
are ...on balance against the public interest.® 


In brief, the Commission, as practical men, were prepared to accept the idea 
that under oligopoly there might be some price competition. 

It is a pity that, having allowed fact to encroach, even though slightly, 
upon theory in this way, the Commission did not go further and, with all its 
knowledge and experience, examine in full the validity of the assumption that 
in an industry with (say) five or six producers, of something like the same 
size, price competition is impossible or unlikely. Are the class-room economics 
good enough in thinking about the real world? 

There are two reports of the Commission, those relating to rubber footwear 
and to insulin, which in themselves throw doubt upon the dogma that fewness 
of producers excludes the possibility of price competition. In the manufacture 
of rubber boots there are nine producers, five of which are of considerable 
size with Dunlop, the largest, accounting for about two-fifths of the total na- 
tional output. This surely is, or is a close approximation to, what is meant by 
an oligopolistic situation. In this case the industry sought to justify its prac- 
tices of price agreement by appealing to the “price leadership” arguments (the 
whole of the industry’s case in this report can be read as a fascinating illustra- 
tion of how effective a smokescreen can be thrown out in defence of monopoly 


*The Monopolies and Restrictive Practices Commission “Report on the Supply and Ex- 
port of Pneumatic Tyres,” par. 480. 


* Tbid., par. 489. 
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by those who have a knowledge of economic jargon and are prepared to make 
an ingenuous use of what often passes in these days for economic theorv). 
The Commission was able effectively to dispose of the “price leader” argu- 
ments. But in so doing, the Commission pointed out that there was some price 
competition in the industry from one large producer, the British Bata Shoe 
Co. Ltd., and, even more important, that in its opinion, if there had been no 
discussion of common prices among the producers, price competition might 
well have occurred more widely. That is to say, if this industry can be held 
to be oligopolistic in structure, oligopoly is not inconsistent with price compe- 
tition, provided there is no common action deliberately designed for the fixing 
of prices. 

The rubber footwear case is not altogether a clear cut one—because it can 
be argued that what appeared to be price competition was in fact only price 
differentials for differences in quality. But in the second case, that of insulin, 
this complication does not arise. From 1923 onwards the whole of the insulin 
in Britain has been produced, at first by five and later by three firms (Bur- 
roughs Wellcome & Co.; the A. B. Partnership and Boots Pure Drug Co. 
Ltd.) which have been manufacturing exactly the same article (since the 
standardization of insulin is enforced for medical reasons). Between 1923 and 
1940 the price of the standard pack of insulin fell continuously from 25/- to 
1/-. In 1950 the price was still only 1/545. How did this happen? Up to 1940 
the pace was undoubtedly set by an importer, C. L. Bencard, who purchased 
insulin from the Nordisk Insulinlaboratorium in Copenhagen and who took 
the initiative, sometimes along with Boots, in making price reductions. In this 
period there was no formal price collaboration between the British manufac- 
turers. Subsequently the three manufacturing firms met to discuss prices. But 
even then Boots, presumably not having been informed of the theory of oligop- 
oly, continued as a restless partner of the trio. In 1944 Boots reduced prices 
which were “reluctantly followed by other firms.” This company later threat- 
ened to leave the price association unless they were granted freedom to alter 
prices as they wished. And they extracted an acknowledgement from the 
other firms that “a price agreement was not an essential factor in a technical 
collaboration arrangement.” 

If there are many cases similar to the two mentioned above then it seems 
that what is really needed, in the study of the consequences of this particular 
structure of an industry, is detailed examination, not of what is supposed to 
happen to price competition under oligopoly, but what actually does happen. 

In the one clear cut case of single-producer monopoly to come before the 
Commission,’ the essence of the matter was that one firm, the British Oxygen 

° The details are to be found in The Monopolies and Restrictive Practices Commission 
“Report on the Supply of Insulin,” pp. 10-16. 


* The Monopolies and Restrictive Practices Commission “Report on the Supply of Cer- 
tain Industrial and Medical Gases” 1956. In its “Report on the Supply and Export of 
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Company Ltd., was responsible for virtually the whole of the national supply 
of oxygen. The grounds upon which the Company sought to defend itself were 
four: 

1. That the monopoly had been achieved purely as a result of efficiency. 

2. That monopoly supply in this industry is inherently more efficient than 
any other arrangement. Capital equipment is extremely costly (for example, 
in the case of cylinder oxygen, the cylinder is twenty times as expensive as its 
contents). Transport charges are very high. Any interruption in the supply of 
industrial or medical oxygen would have serious consequences. In the absence 
of a national monopoly, either there would be several firms competing over 
the whole of the national market, in which case there would be duplication of 
equipment and increased costs; or there would be one firm catering for each 
local market, in which case there would be a series of local monopolies. 

3. The Company’s policy as to prices and profits indicated that it had not 
sought to exploit its monopoly position. 

4. That its record in research and technical progress was good. 

The Commission apparently accepted the contention that there might be 
technical advantages in a national monopoly but they argued that the Com- 
pany had, in fact, employed its market power both to extend the range of its 
monopoly and to charge unduly high prices. 


We recognize . . . that in this industry there may be substantial economies in 
operating as a monopoly, but, as our own enquiry has shown, there are also serious 
dangers in the control of virtually all the supplies by a single group which has not 
been conteni to rely on its advantages of scale and experience but has continued for 
many years to pursue a policy of suppressing and restricting competition. Among 
the things done with this objective have been the control exercised over plant and 
equipment, the taking over of other producers, the use of fighting companies and the 
incorporation of exclusivity terms in contracts. It is impossible to say how far compe- 
tition would have developed if B.O.C. had not taken these steps, but we do not think 
that there is any doubt that B.O.C.’s policy of deliberately restricting competition 
has had the effect of depriving the public of the possible advantages of greater com- 
petition. We have also found that among the “things done” as a result of the “condi- 
tions,” B.O.C. has taken advantage of the position which it Las built up to charge 
prices which we regard as unjustifiably high, and has pursued a price policy which is 
in other respects open to objection. 


But what was to be done under such circumstances? Here the Commission 
split badly. One group suggested that a government department should exer- 
cise a loose supervision over prices and profit rates. A second group advocated 
nationalization. A third group sought to create “a quasi-competitive atmos- 
phere within the British Oxygen Company” by insisting that each region of 


Matches and the Supply of Match Making Machinery” 1953, the Commission dealt with a 
similar type of case, but here there were certain complicating factors. 








18 THE JOURNAL OF LAW AND ECONOMICS 


the Company should publish a separate price list, with prices based on 
regional costs, and that these prices should be split between price ex-works 
and transport costs to the several possible destinations. 

These multifold and conflicting recommendations really raised more ques- 
tions than were answered. Is it really the case that a single producer of 
oxygen will in the nature of things tend to show lower costs than competing 
firms? The Commission presented very little evidence for its positive answer 
to this question. Thus it commented that monopolies of oxygen supply exist 
in France and Holland but curiously enough it had no comments as to what 
happens in the United States. Even if competition would make for higher 
costs in the short period, might it nevertheless justify itself by obviating the 
continuing monopoly tactics of the kind which it had been shown B.O.C. pur- 
sued? Even if it were possible to create two or three companies in this indus- 
try instead of one, would this in fact provide a worthwhile degree of competi- 
tion? 

But neither in this case, nor indeed in any other which has come before it, 
has the Commission yet raised the fundamental question: if the structure of 
industry is such that price competition, in the nature of things, is unlikely, 
should changes be enforced in that structure, as for example by the breaking 
up of existing companies, to restore the possibility of competition? Whether 
that question will ever be asked time alone will show; it must be confessed 
that up to the moment the indications are few that it is likely to be asked. 

Yet the Commission has in the course of its excellent reports, provided 
some highly relevant, although up to now strangely ignored, evidence with a 
direct bearing on this issue. If it can be shown that the economies of large 
scale operation are so general and so persistent that the bigger firms in an 
industry are usually more efficient than the smaller, this will, very properly, 
deter even the staunchest advocate of competition from recommending the 
dismemberment of monopolistic producers. In fact, in the ten reports in 
which the Commission has provided evidence of the relative costs and profits 
of different sized firms, there is only one, that relating to electronic valves and 
cathode ray tubes, where it was found that the largest producer showed the 
lowest costs. In other cases, there seems to have been no evidence that size 
and efficiency moved together. 


Thus in the Tyres Report: 


It is not always the same manufacturer who shows the lowest profits or the 
higher costs and vice versa. Nor is it invariably the smaller manufacturers whose 
costs are higher and profits lower than the larger manufacturers. On the other hand, 
the company with the highest profit in 1952 made the second highest profit in both 
1948 and 1951; a second company’s profits was below the average in all these years; 
while the profit of Dunlop and India together (the largest producer) was close to 
the weighted average in the same periods [par. 434]. 


aa 
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In the Report on Rubber Footwear: 


Dunlop’s (the largest producer) costs were considerably above those of the lowest 
producer in four of the five lines costed [par. 219]. , 


In the Report on Metal Windows and Doors: 


About three-quarters of the costs submitted by Crittall (the largest progucer) and 
well over half those submitted by another of the three largest members were below 
the weighted average, while about one-quarter of the costs of each of these two com- 
panies were the lowest costs submitted. In the case of the third of the three largest 
companies, however, over half of the company’s costings were the highest submitted 
and only 1% were below the weighted average [par. 137]. 


In the Report on Calico Printing, where common prices were being charged, 
the evidence suggests that the profits on net turnover or on capital of the 
C.P.A. (the largest producer) had not been higher than those of the smaller 
firms (Paragraphs 147-49). In the Report on Semi-Manufactures of Copper, 
the Commission reached the following conclusion: 

There is no apparent correlation between the rate of profit achieved and the size 
of the concern, or the range of products made, or membership or non-membeiship of 
the associations. although the larger units with a wide range of production tend to 
achieve rates of profit at or below the average level and some concerns with a very 
limited range of products achieved rates of profit well above the average [par. 245]. 


In the Report on Electric Lamps the Commission came to the conclusion that 
the two largest firms showed costs which were in the middle of the range for 
the whole industry (par. 215 and Table 9, Appendix 15). In the Report on 
Insulated Electric Wires and Cables the conclusion was: 

In the samples submitted the costs of the largest cable maker, the B.I.C.C., are 
not among the five lowest for any one of the six types of mains cable or the seven 
types of rubber cable; their costs are among the three lowest for a number of types 


of covered conductor, but in only one of these cases did more than four members 
submit costs [par. 249]. 


In the Report on Matches and Match-making Machinery the Commission 
showed that the largest firm, responsible for more than one-half of the indus- 
try’s output, was not the lowest cost producer (pars. 166-69). 

In a succeeding article an analysis will be made of the purposes of the Re- 
strictive Practices Act 1956 and the early work of the Restrictive Practices 
Court set up under that Act and an attempt will also be made to assess the 
value of the evidence so far presented before the Monopolies Commission in 
favour of the view that monopoly is the most effective driving force behind 
technical progress. 








PRICE DISCRIMINATION IN MEDICINE* 
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Mansy disinguished economists have argued that the medical profession 
constitutes a monopoly, and some have produced evidence of the size of the 
monopoly gains that accrue to the members of this profession. Price dis- 
crimination by doctors, i.e., scaling fees to the income of patients, has been 
explained as the behavior of a discriminating monopolist.* Indeed this has 
become the standard textbook example of discriminating monopoly.* How- 
ever this explanation of price discrimination has been incomplete. Economists 
who have subscribed to this hypothesis have never indicated why competition 
among doctors failed to establish uniform prices for identical services. For 
any individual doctor, given the existing pattern of price discrimination, in- 
* come from professional services would be maximized if rates were lowered for 
affluent patients and increased for poor patients. However, if many doctors 
engaged in such price policies, a pattern of prices for medical services would 
be established that would be independent of the incomes of patients. Yet 
despite this inconsistency between private interests and the existing pattern 
or structure of prices based on income differences, this price structure has 
survived. Is this a contradiction of the law of markets? Why is it possible to 
observe in a single market the same service sold at different prices? 
The primary objective of this paper, which is an essay in positive econom- 


* The author is indebted to A. A. Alchian, W. Meckling, A. Enthoven, and W. Taylor of 
the RAND Corporation, W. Gorter, A. Nicols, and J. F. Weston of UCLA, H. G. Lewis and 
A. Rees of the University of Chicago, and Gary Becker of Columbia University for assistance. 


*M. Friedman and S. Kuznets, Income from Independent Professional Practice (1945) ; 
M. Friedman in Impact of the Trade Union, p. 211, edited by D. M. Wright (1951) ; Also 
K. E. Boulding, Conference on the Utilization of Scientific and Professional Manpower, 
p. 23 (1944). 

The results of the Friedman-Kuznets study, at p. 133, using pre-war data, indicate that 
the costs of producing doctors are seventeen per cent greater than the costs of producing 
dentists, while the average income of doctors is thirty-two per cent greater. 


“ #J. Robinson, Economics of Imperfect Competition, p. 180 (1933). For example, the 

~ world famed Mayo Clinic discriminates in pricing. Albert Deutsch, The Mayo Clinic, 22 
Consumer Reports 37, 40 (Jan. 1957). A finance department makes inquiries into the pa- 
tient’s economic status and scales the bills accordingly. Fees are not discussed in advance. 

~ °*E. A. G. Robinson, Monopoly, p. 77 (1941); C. E. Daugherty and M. Daugherty, Prin- 
ciples of Political Economy, p. 591 (1950); !. Scitovsky, Welfare and Competition, p. 408 
(1941) ; K. E. Boulding, Economic Analysis, ». 662 (1955) ; S. Enke, Intermediate Economic 
Theory, p. 42 (1950) ; G. Stigler, The Theory of Price, p. 219 (1952). 


20 








e 


PRICE DISCRIMINATION IN MEDICINE 21 


ics, is to show by empirical evidence that the standard textbook rationaliza- 
tion of what appears to be a contradiction of the law of markets is correct. 
It will be argued that the discriminating monopoly model is valid for under- 
standing the pricing of medical services, and that each individual buyer of 
medical services that are produced jointly with hospital care constitutes a 
unique, separable market. In the process of presenting evidence supporting 
this thesis, other closely related phenomena will be considered. These are (1), 
why the AMA favors medical insurance prepayment plans that provide 
money to be used to buy medical services, but bitterly opposes comparable 
plans that provide instead of money, the service itself and (2), why the AMA 
has opposed free medical care by the Veterans Administration for veterans 
despite the enormous increase in the quantity of medical services demanded 
that would result from the reduction to zero of the private costs of medical 
care for such a large group. 

The second half of this paper represents an attempt, by means of an 
application of the discriminating monopoly model, to further our under- 
standing of many unique characteristics of the medical profession. If the 
medical profession constitutes a discriminating monopoly, what inferences 
can be drawn concerning the relationship between this monopoly and other 
economic, sociological and political aspects of the medical profession? In 
particular, does the discriminating monoply model shed any light upon, (1) 
why a higher percentage of doctors belong to professional organizations than 
is true of other professions, (2) why doctors treat one another and their 
families free of charge, (3) why doctors, compared with any other profes- 
sional group, are extremely reluctant to criticize one another before the pub- 
lic, (4) why specialists are over-represented among the hierarchy of organ- 
ized medicine, (5) why a transfer of membership in good standing from one 
county society to a second sometimes requires serving a term as a probation- 
ary member, (6) why advertising that redounds to the interest of the medical 
profession as a whole is approved whereas advertising that is designed to 
benefit particular individuals or groups is strongly opposed, (7) why mal- 
practice insurance is less expensive for members of organized medicine than 
it is for non-members, and finally (8) why »‘»ority groups, particularly 
Jews, have been discriminated against in admi::\o. to medical schools.* 

The body of this paper is divided into five s::ii cas. These are, in order of 
presentation, a hypothesis alternative to the price discrimination hypothesis, 
a history of the development of the powers that enable organized medicine to 

*It is worth noting that there is no inconsistency between the validity of the explanation 
to be presented and the inability of any or all members of the medical profession, past, 
present or future, to understand the economic arguments that follow. All that is required 
of doctors is the ability to engage in adaptive behavior of a very rudimentary character. 


Consuit A. A. Alchian, Uncertainty, Evolution, and Economic Theory, 58 J. Pol. Econ. 211 
(1950). , 
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organize effectively a discriminating monopoly, evidence supporting the valid- 
ity of the discriminating monopoly model for understanding the pricing of 
medical services, and lastly an application of the discriminating monopoly 
model to rationalize many characteristics of the medical profession that have 
been hitherto thought of as either anomalies or behavior that could best be 
explained as non-economic phenemona. 


I. A Hypornesis ALTERNATIVE TO THE DISCR!MINATING Monopoty MOopEL 


The standard position of the medical profession on price discrimination is 
in conflict with what might be regarded as the standard position of the eco- 
nomics profession. Economists argue that price discrimination by doctors 
represents the profit maximizing behavior of a discriminating monopolist; 
’ the medical profession takes the contrary position that price discrimination 
exists because doctors represent a collection agency for medical charities.® 
The income of these charities is derived from a loading charge imposed upon 
well-to-do patients. This income is used to finance the costs of hiring doctors 
to provide medical care for the poor who are sick. The doctor who is hired 
by the medical charity and the medical charity itself are typically the same 
person. Since the loading charge that is imposed upon non-charity patients 
to support the activities of medical charities is proportional to income or 
wealth, discriminatory prices result. The following quotation from an un- 
named but highly respected surgeon presents the position of the medical 
profession. 


I don’t feel that I am robbing the rich because I charge them more when I know 
they can well afford it; the sliding scale is just as democratic as the income tax. I 
operated today upon two people for the same surgical condition—one a widow whom 
I charged $50, the other a banker whom I charged $250. I let the widow set her own 
fee. I charged the banker an amount which he probably carries around in his wallet to 
entertain his business friends.® 


It is relevant to inquire, why have we had the development of charities 
operated by a substantial fraction of the non-salaried practitioners of a pro- 
fession in medicine alone? Why hasn’t a parallel development occurred for 


* However, there is not a unanimity of views either among economists or medical men. 
Means, a retired professor of clinical medicine at Harvard and a former president of the 
American College of Surgeons, takes the point of view of the economists. He describes this 
price policy as charging what the traffic will bear. J. H. Means, Doctors, People and Govern- 
ment, p. 66 (1953). 

*Seham, Who Pays the Doctor?, 135 New Republic 10, 11 (July 9, 1956). Those who 
favor price discrimination for this reason ovght to be in favor of a single price plan with a 
system of subsidies and taxes. Such a scheme, in principle, could improve the welfare of both 
the poor and the well-to-do relative to what it was under price discrimination. 

The equity of a tax that is imposed upon the sick who are well-to-do as contrasted with 
a tax upon the well-to-do generally has not troubled the proponents of this method of tax- 
ation. 
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such closely related services as nuvsing and dental care? Why is it possible 
to observe discrimination by the Mayo Clinic but not the A and P? Clearly 
food is as much of a “necessity” as medical care. The intellectual foundation 
for the existence of price discrimination and the operation of medical charities 
by doctors appears to rest upon the postulate that medicine is in some sense 
unlike any other commodity or service. More specifically, the state is willing 
to provide food, clothing, and shelter for the indigent but not medical care.’ 
Since medical care is so important, doctors do not refuse to accept patients if 
they are unable to pay. As a consequence, discrimination in pricing medical 
services is almost inevitable if doctors themselves are not to finance the costs 
of operating medical charities. 

The foregoing argument in defense of price discrimination in medicine 
implies that a competitive market for the sale of medical services is inconsis- 
tent with the provision of free services to the indigent. This implication is 
not supported by what can be observed elsewhere in our economy. Clearly 
there exist a number of competitive markets in which individual practitioners 
provide free goods or services and price discrimination is absent. Merchants, 
in their capacity of merchants, give resources to charities yet do not discrimi- 
nate in pricing their services. Similarly many businesses give huge sums for 
educational purposes. Charity is consistent with non-discriminatory pricing 
because the costs of charity can be and are paid for out of the receipts of the 
donors without recourse to price discrimination. 

However the fact that non-discriminatory pricing is consistent with charity 
work by doctors doesn’t imply that discriminatory pricing of medical services 
is inconsistent with the charity hypothesis. Clearly what can be done without 
discrimination can, a fortiori, be done with discrimination. Therefore, it is 
pertinent to ask, is there any evidence that bears directly on the validity 
of the charity interpretation of price discrimination? The maximizing hypoth- 
esis of economics implies that differences in fees can be explained by differ- 
ences in demand. The charity hypothesis propounded by the medical profession 
implies that differences in fees result from income differences. The pricing of 
medical services to those who have medical insurance provides that what might 
be regarded as a crucial experiment for discriminating between these hypoth- 
eses. Whether or not one has medical insurance affects the demand for medical 
service but does not affect personal income. Consequently if the charity hy- 


*H. Cabot contends that the community is unwilling to provide for the medical care of 
the indigent. Therefore the system of a sliding scale of fees has evolved; pp. 123, 266 ff. He 
estimates that the more opulent members of the community pay “. . . from five to thirty 
times the average fee . . .” p. 270, The Doctors Bill (1935). 

Robinson has defended discriminatory pricing of medical services in sparsely populated 
areas by using an argument based on indivisibilities. A Fundamental Objection to Laissez- 
Faire, 45 Economic Journal 580 (1935). For a refutation of this position, see Hutt, Discrimi- 
nating Monopoly and the Consumer, 46 Economic Journal 61, 74 (1936). 





* 


. 
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pothesis is correct, then there should be no difference in fees, for specified serv- 
ices, for those who do and those who do not have medical insurance. On the 
other hand, if the maximizing hypothesis of economics is correct, then fees for 
those who have medical insurance ought to be higher than for those who do 
not have such insurance. Existing evidence indicates that if income and wealth 
differences are held constant, people who have medical insurance pay more 
for the same service than people who do not have such insurance. Union lead- 
ers have found that the fees charged have risen as a result of the acquisition 
of medical insurance by their members; fees, particularly for surgery, are 
higher than they would otherwise be if the union member were not insured.® 
Members of the insurance industry have found that “. . . the greater the bene- 
fit provided the higher the surgical bill. . . .”® This suggests that the principle 
used for the determinations of fees is, as Means pointed out, what the traffic 
will bear. Obviously fees determined by this principle will be highly correlated 
with income, although income will have no independent predictive content for 
fees if the correlation between income and what the traffic will bear is ab- 
stracted.?° 

Other departures from the implications of the hypothesis that price dis- 
crimination results from the desires of the medical profession to finance the 
costs of medical care for the indigent exist. These are: (1) Doctors typically 
do not charge each other for medical care when clearly inter-physician fees 
ought to be relatively high since doctors have relatively high incomes. (2) 
The volume of free medical care, particularly in surgery, has declined as a 
result of the rise in real per capita income in this country in the last twenty 
years. Yet there has been no change in the extent of price discrimination. As 
real per capita income rises, price discrimination ought to fade away. There is 
no evidence that this has been the case."! (3) There exists no machinery for 
matching the receipts and disbursements of medical charities operated by 


*E. A. Schuler, R. J. Mowitz, and A. J. Mayer, Medical Public Relations (1952), report 
the attitude of lay leaders of the community towards the medical profession. For the atti- 
tudes of union leaders and why they have these attitudes, see p. 97 ff. 


* Lorber in Hearings Before the House Committee on Interstate and Foreign Commerce 
on Health Inquiry, 83d Cong. 2d Sess. pt. 7, p. 1954 (1954); Also Joanis, Hospital and 
Medical Costs, Proceedings of the Feurth Annual Group Meeting of the Health and Acci- 
dent Underwriters Conference, p. 18 (Feb. 19-20, 1952). 


*® The principle of what the traffic will bear and the indemnity principle of insurance are 
fundamentally incompatible and in principle make medical care uninsurable. This has been 
a real problem for the insurance industry and in part accounts for the relative absence from 
the market of major medical insurance plans. See the unpublished doctoral dissertation of 
A. Yousri, Prepayment of Medical and Surgical Care in Wisconsin, p. 438, University of 
Wisconsin Library (1956). 


" Berger, Are Surgical Fees Too High ?, 32 Medical Economics 97, 100 ff. (June 1955). 








PRICE DISCRIMINATION IN MEDICINE 25 


individual doctors. There are no audits of the receipts and the expenditures of 
medical charities and well-to-do patients are not informed of the magnitude of 
the loading charges imposed. Moreover one study of medical care and the 
family budget reported “. . . no relation in the case of the individual doctor 
between the free services actually rendered and this recoupment, the whole 
system is haphazard any way you look at it.’”’!* 


II. History OF THE DEVELOPMENT OF THE MEDICAL MONOPOLY 


A necessary condition for maintaining a structure of prices that is inconsis- 
tent with the maximization by doctors of individual income is the availability 
and willingness to use powerful sanctions against potential price cutters. When 
one examines the problems that have been encountered in maintaining prices 
that are against the interests of individual members of a cartel composed of 
less than fifteen members, one cannot help being impressed with the magni- 
tude of the problem confronting a monopoly composed of hundreds of thou- 
sands of independent producers. Yet despite the fact that medicine constitutes 
an industry with an extraordinarily large number of producers, the structure 
of prices for a large number of medical services nevertheless reflects the 
existence of discrimination based on income. This implies that very strong 
sanctions must be available to those empowered to enforce price discipline. 
Indeed, @ priori reasoning suggests that these sanctions must be of an order 
of magnitude more powerful than anything we have hitherto encountered in 
industrial cartels. What are the nature of these sanctions? How are they 
employed? In order to appreciate fully the magnitude of the coercive measures 
available to organized medicine, it is relevant to examine the history of medi- 
cine to understand how these sanctions were acquired. 

Medicine, like the profession of economics today, was until the founding 
of the AMA a relatively competitive industry. With very few exceptions, any- 
one who wanted to practice was free to hang out a shingle and declare himself 
available. Medical schools were easy to start, easy to get into, and provided, 
as might be expected in a free market, a varied menu of medical training that 
covered the complete quality spectrum. Many medical schools of this time 
were organized as profit making institutions and had stock outstanding. Some 
schools were owned by the faculty 

In 1847, the American Medical Association was founded and this organi- 
zation immediately committed itself to two propositions that were to lead to 
sharp restrictions upon the freedom of would-be doctors to enter the medical 
profession and the freedom of patients to choose doctors whom the AMA felt 
were not adequately qualified to practice medicine. These propositions were 
(1) that medical students should have acquired a “suitable preliminary edu- 
cation” and (2) that a “uniform elevated standard of requirements for the 


* Deardorff and Clark, op. cit. supra note 9, pt. 6, p. 1646. 


a 
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degree of M.D. should be adopted by all medical schools in the United 
States.!* 

These objectives were achieved in two stages. During the first stage, the 
primary concern of the AMA was licensure. In the second, it was accrediting 
schools of medicine. During the first stage, which began with the founding of 
the AMA and lasted until the turn of the century, organized medicine was 
able by lobbying before state legislatures to persuade legislators to license the 
practice of medicine. Consequently the various states set up boards of medi- 
cal examiners to administer examinations to determine whether or not appli- 
cants were qualified to practice medicine and to grant licenses to those the 
State Board deemed qualified to practice. Generally speaking, organized 
medicine was very successful in its campaign to induce states to license physi- 
cians. However, the position of organized medicine was by no means un- 
opposed. William James, in testimony offered before the State House in 
Boston in 1898 when legislation concerned with licensing of non-medically 
trained therapists was being considered, adopted a nineteenth century liberal 
position. To quote from this testimony: 


One would suppose that any set of sane persons interested in the growth of medical 
truth would rejoice if other persons were found willing to push out their experience 
in the mental healing direction, and to provide a mass of material out of which the 
conditions and limits of such therapeutic methods may at last become clear. One 
would suppose that our orthodox medical brethren might so rejoice; but instead of 
rejoicing they adopt the fiercely partisan attitude of a powerful trace union, they 
demand legislation against the competition of the “scabs.” .. . The mind curers and 
their public return the scorn of the regular profession with an equal scorn, and will 
never come up for the examination. Their movement is a religious or quasi-religious 
movement; personality is one condition of success there, and impressions and intui- 
tions seem to accomplish more than chemical, anatomical or physiological informa- 
tion. . . . Pray, do not fail, Mr. Chairman, to catch my point. You are not to ask 
yourselves whether these mind-curers do really achieve the successes that are claimed. 
It is enough for you as legislators to ascertain that a large number of our citizens, 
persons whose number seems daily to increase, are convinced that they do achieve 
them, are persuaded that a valuable new department of medical experience is by them 
opening up. Here is a purely medical question, regarding which our General Court, not 
being a well-spring and source of medical virtue, not having any private test of thera- 
peutic truth, must remain strictly neutral under penalty of making the confusion 
worse. . . . Above all things, Mr. Chairman, let us not be infected with the Gallic 
spirit of regulation and regimentation for their own abstract sakes. Let us not grow 
hysterical about law-making. Let us not fall in love with enactments and penalties 
because they are so logical and sound so pretty, and look so nice on paper.!* 


% A. Flexner, Medical Education in the U.S. and Canada, Bull. No. 4, Carnegie Foun- 
dation for the Advancement of Teaching, p. 10 (1910). 

“2 Letters of W. James, 66—72 (edited H. James, 1920). Dollard reports that James took 
this position at the risk of being drummed out of the ranks of medicine. Dollard, Monopoly 
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However, it was not until the second stage that economically effective power 
over entry was acquired by organized medicine. This stage began with the 
founding in 1904 of the Council on Medical Education of the AMA. This 
group dedicated itself to the task of improving the quality of medical edu- 
cation offered by the medical schools of the day. In 1906, this committee 
undertook an inspection of the 160 medical schools then in existence and 
fully approved of the training in only 82 schools. Thirty-two were deemed to 
be completely unacceptable. As might be expected, considerable resentment 
developed in the medical colleges and elsewhere as a result of this inspection. 
Consequently the council withheld publication of its findings, although the 
various colleges were informed of their grades.’® In order to gain wider accept- 
ance of the results of this study, the Council solicited the aid of the Carnegie 
Foundation. “If we could obtain the publication and approval of our work 
by the Carnegie Foundation for the Advancement of Teaching, it would assist 
materially in securing the results we were attempting to bring about.’’® 
Subsequently Abraham Flexner, representing the Carnegie Foundation, with 
the aid of N. P. Colwell, secretary of the Council on Medical Education, re- 
peated the AMA’s inspection and grading of medical schools. In 1910, the 
results of the labors of Flexner and Colwell were published.’* This report, 
known as the Flexner report, recommended that a substantial fraction of the 
existing medical schools be closed, standards be raised in the remainder, and 
admissions sharply curtailed. Flexner forcefully argued that the country was 
suffering from an overproduction of doctors and that it was in the public 
interest to have fewer doctors who were better trained. In effect, Flexner 
argued that the public should be protected against the consequences of buying 
medical services from inadequately trained doctors by legislating poor medi- 
cal schools out of business.*® 
and Medicine, speech delivered at Medical Center, UCLA, to be published by the University 
of California Press as one of a series of papers presented in celebration of Robert Gordon 
Sproul’s 25th anniversary as President of the University of California. The significance of 
consumers’ sovereignty has been recognized by at least one other maverick doctor. Means, 
op. cit. supra note 5, at p. 72. 





% Johnson in Fishbein, A History of the American Medical Association, p. 887 ff. (1947). 


#® Bevan, Cooperation in Medical Education and Medical Service, 90 Journal of the Ameri 
Pp 
can Medical Association 1175 (1928). 


* Flexner, op. cit. supra note 13. 


8 Flexner, op. cit. supra note 13, at p. 14. Two errors in economic reasoning are crucial in 
helping Flexner establish his conclusions. One is an erroneous interpretation of Gresham’s 
Law. This law is used to justify legislation to keep low quality doctors out of the medical 
care market by interpreting it to mean that second-class doctors will drive first-class doc- 
tors out of business. The other is that raising the standards of medical education is neces- 
sarily in the public interest. Flexner fails to recognize that raising standards implies higher 
costs of medical care. This argument is on a par with arguing that we should keep all cars 
of a quality below Cadillacs, Chryslers, and Lincolns off the automobile market. 
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. If impact on public policy is the criterion of importance, the Flexner report 
must be regarded as one of the most important reports ever written. It con- 
vinced legislators that only the graduates of first class medical schools ought 
to be permitted to practice medicine and led to the delegation to the AMA 
of the task of determining what was and what was not a first class medical 
school. As a result, standards of acceptability for winning a license to practice 
medicine were set by statute or by formal rule or informal policy of state 
medical examining boards, and these statutes or rules provided that boards 
consider only graduates of schools approved by the AMA and/or the American 
Association of Medical Colleges whose lists are identical.!® 

The Flexner report ushered in an era, which lasted until 1944, during which 
a large number of medical schools were shut down. With its new found power, 
the AMA vigorously attacked the problem of certification of medical schools. 
By exercising its power to certify, the AMA reduced the number of medical 
schools in the United States from 162 in 1906 to 85 in 1920, 76 in 1930 and 
69 in 1944.*° As a result of the regulation of medical schools, the number of 
* medical students in school in the United States today is 28,500, merely 5,200 
more than in 1910 when Flexner published his report.?? 
The AMA, by means of its power to certify what is and what is not a class 
A medical school, has substantial control over both the number of medical 
schools in the United States and the rate of production of doctors.?* While 
the control by the AMA over such first class schools as, say, Johns Hopkins 
* Hyde and Wolff, The American Medical Association: Power, Purpose, and Politics in 
Organized Medicine, 63 Yale L. J. 969 (1954). 


” These figures are from R. M. Allen, Medical Education and the Changing Order, p. 16 
(1946). Allen imputes this decline in the number of medical schools to a previous error in 
estimating the demand for doctors. The decline in the number of schools in existence repre- 
sented an adjustment to more correctly perceived demand conditions for medical care. 


“ Dollard, op. cit. supra note 14. This result was far from unanticipated. Bevan, the head 
of the AMA’s Council on Medical Education, clearly anticipated a decline in both medical 
students and schools. “In this rapid elevation of the standard of medical education with the 
increase in preliminary requirements and greater length of course, and with the reduction 
of the number of medical schools from 160 to 80, there occurred a marked reduction in the 
number of medical students and medical graduates. We had anticipated this and felt that 
this was a desirable thing. We had an over-supply of poor mediocre practitioners.” Bevan, 
op. cit. note 16, at p. 1176. Friedman and Kuznets state, “Initially, this decline in the num- 
ber of physicians relative to total population was an unplanned by-product of the intensive 
drive for higher standards of medical education.” Op. cit. supra note 4 at pp. 10-11. It may 
have been a by-product, and there are some grounds for doubts on this count, but it surely 
was not unanticipated. 


«  ™Dr. Spahr contends that there is a “.. . widespread but erroneous belief that the AMA 
governs the profession directly and determines who may practice medicine.” Medicine’s Neg- 
lected Control Lever, 40 Yale Rev. 25 (1950). She correctly contends that this power belongs 
to the state but fails to recognize that it has been delegated to the AMA by the state. Mayer 
on the other hand recognizes both the power in the hands of the AMA and its source. He 
argues that the AMA has life and death powers over both medical schools and hospitals. 
180 Harpers 27 (Dec. 1939). 
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is relatively weak because it would be ludicrous not to classify this institution 
a a class A school, nevertheless control over the aggregate production rate of 
doctors is great because of its more substantial power over the output of less 
distinguished medical schools. 

The delegation by the state legislatures to the AMA of the power to regu- 
late the medical industry in the public interest is on a par with giving the 
American Iron and Steel Institute the power to determine the output of steel. 
This delegation of power by the states to the AMA, which was actively sought 
and solicited, placed this organization in a position of having to serve two 
masters who in part have conflicting interests. On the one hand, the AMA 
was given the task of providing an adequate supply of properly qualified 
doctors. On the other hand, the decision with respect to what is adequate 
training and an adequate number of doctors affects the pocketbooks of those 
who do the regulating as well as th..r closest business and personal associates. 
It is this power that has been given to the AMA that is the cornerstone of 


the monopoly power that has been imputed by economists to organized 
medicine.** 


III. EvimENCE SUPPORTING THE DISCRIMINATING MoNopoLty MopeEL 


The preceding analysis tells us nothing about the mechanism for controlling 
the price policies of individual doctors; it only implies that the rate of return 
on capital invested in medical training will be greater than the rate of return 
on capital invested in other classes of professional training. This difference in 
returns is imputable as a rent on the power of the AMA to control admissions 
to the profession by means of control over medical education. Here it will be 
argued that control over the pricing policies of doctors is directly and imme- 
diately reiated to AMA control of medical education. The relationship is that 
control over medical education is the primary instrumentality for control over 
individual price policies. More specifically, control over post-graduate medical 
training—internship and residency, and control over admission to specialty 
board examinations—is the source of the power over the members of the med- 
ical profession by organized medicine. 


A. THE CONTROL MECHANISM 


Part of nearly every doctor’s medical education consists of internship and 
for many also a period of hospital service known as residency. Internship is 
a necessary condition for licensure in most states. This training is adminis- 
tered by hospitals. However, hospitals must be approved by the AMA for 


“ Dollard, op. cit. supra note 21, concedes that medicine is a monopoly but argues that the 
AMA has used its power, by and large, in the public interest. Therefore, he implies that 
the monopoly power of the AMA has been unexploited, and the profession has acted against 
its own self interest. 
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intern and residency training, and most non-proprietary, i.e., nonprofit, hos- 
pitals in this country are in fact approved for at least intern training. Each 
approved hospital is allocated a quota of positions that can be filled by interns 
as part of their training. Hospitals value highly participation in internship 
and residency training programs. These programs are valued highly because 
at the prevailing wage for intern services, it is possible to produce hospital 
cate more cheaply with interns than without them. Interns to hospitals are 
like coke to the steel industry: in both cases, it is perfectly possible to produce 
the final product without these raw materials; in both cases, the final product 
can be produced more cheaply by using these particular raw materials. 

There exist some grounds for suspecting that the wages of interns are 
maintained at an artificially low level, i.e., that interns receive compensation 
that is less than the value of their marginal product: (1) Hospitals are re- 
porting that there is a “shortage” of interns and have been known to send 
representatives to Europe and Asia to invite doctors to serve as interns.**. 
(2) University hospitals are more aggressive bidders for intern services than 
non-university hospitals. The fraction of the available intern positions that 
are filled by university hospitals is greater than by non-university hospitals.*® 
If controls are exercised over what hospitals can offer in wages to interns, 
university hospitals are apt to be less vulnerable to the threat of loss of their 
class A hospital ratings than non-university hospitals. This would be true for 
the same reason that Johns Hopkins would have a freer hand in determining 
the size of its freshman class. The status of university hospitals is stronger be- 
cause these hospitals are likely to be among the better hospitals in the coun- 
try. Therefore, if controls over intern wages exist then it seems reasonable to 
suspect they would be relatively weaker over the wages of interns in university 
hospitals. For this reason, one would expect university hospitals to be more 
aggressive in bidding for interns. 

However, whether or not interns are underpaid, the AMA has control over 
the supply of a vital, in an economic sense, agent of production for producing 
hospital care. Revocation of a hospital’s Class A rating implies the loss of 
interns. In turn, the loss of interns implies higher costs of production. Higher 
costs of production result in a deterioration of the competitive position of any 
given hospital vis-a-vis other hospitals in the medical care market. This con- 
trol over hospitals by the AMA has been used to induce hospitals to abide by 
the Mundt Resolution.** This resolution advises hospitals that are certified 
for intern training that their staff ought to be composed solely of members of 


** Congress to Probe Doctor Shortage, 33 Medical Economics 141 (June 1956). 


“162 Journal of the American Medical Association 281 (1956). 


~ «Py a long record of authoritative inspection and grading of facilities, organized medi- 


cine has placed itself in a position to deny alternatively the services of doctor and hospital 
to each other.” O. Garceau, Political Life of the American Medical Association, p. 109 (1941). 
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local medical societies.** As a result of this AMA control over hospitals, mem- 
bership in local medical societies is a matter of enormous importance to prac- 
ticing physicians. Lack of membership implies inability to become a member 
of a hospital staff.?* 

County medical societies are for all practical purposes private clubs with 
their own rules concerning eligibility for membership and grounds for expul- 
sion. A system of appeals from the rulings of county medical societies with 
respect to their members is provided. On the other hand, for non-members 
attempting to obtain membership in county medical societies, there is no pro- 
vision for appeal. The highest court in the medical judicial system is the Judi- 
cial Council of the AMA. Between this council and the county medical soci- 
eties are state medical societies. Judicial review is bound by findings of fact 
made at the local level.*® For doctors dependent upon hospitals in order to 
carry out their practice, and presumably this constitutes the bulk of the pro- 
fession, being cut off from access to hospitals constitutes a partial revocation 
of their license toe practice medicine. Consequently, more doctors belong to 
their county medical associations than is true of lawyers with respect to local 
bar associations. More significantly, doctors are subject to very severe losses 
indeed if they should be expelled from their local county medical associations 
or be refused admission to membership. It is this weapon, expulsion from 
county medical associations, that is probably the most formidable sanction 
employed to keep doctors from maximizing their personal incomes by cutting 
prices to high income patients. “Unethical” doctors, i.e., price cutters, can be 
in large part removed as a threat to a structure of prices that discriminates in 
terms of income by the use of this weapon.*® For potential unethical physi- 
cians, it pays not to cut prices if cutting prices means being cut off from hos- . 
pitals. 

Thus far we have argued that control over the individual price policies of 
the members of the medical profession has been achieved by the AMA through 
its control over post-graduate medical education. By means of its power to 


* Hyde and Wolff, op. cit. supra note 19, at 952, The certification of hospitals for nursing 
training and the value of nursing training programs to hospitals may be ona par with intern 
training. 


~ *® The strike is another instrument for control over hospitals by the AMA. Doctors have 
refused to work in hospitals that have admitted osteopaths to their staff. Hyde and Wolff, 
op. cit. supra note 19, at 966; M. M. Belli, Readv ‘or the Plaintiff, p. 115 (1956). The threat 

f a strike has also been used to induce hospitals to refuse staff membership to “unethical” 
doctors. Group Health Etc. v. King Co. Med. Soc., 39 Wash. 2d 586, 624, 237 P. 2d 737, 
757-758 (1951). 


* Hyde and Wolff, op. cit. supra note 19, at 949-950. 


” “Ethics has always been a flexible, developing, notion in medicine, with a strong flavor 
of economics from the start.” Garceau, op. cit. supra note 26, at p. 106. Also consult the 
Hippocratic Oath 
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certify a hospital for intern training, the AMA controls the source of supply 
of a crucial agent for the production of hospital care. Control over the supply 
of interns has been used to induce hospitals to admit to their staffs only mem- 
bers of county medical associations. Since membership in the county medical 
associations is in the control of organized medicine, and membership in a hos- 
pital staff is extremely important for the successful practice of most branches 
of medicine, the individual doctor can be easily manipulated by those who 
control membership in county medical associations. 

Members of the medical profession are also subject to another type of con- 
trol, derived from AMA control over post-graduate medical education, that is 
particularly effective over younger members. Membership in a county medical 
society is a necessary condition for admission to specialty board examinations 
* for a number of specialties, and passing these examinations is a necessary con- 
dition for specialty ratings.*! Non-society members cannot win board member- 
ship in these specialties. This is a particularly important form of control over 
newcomers to the medical profession because newcomers tend to be young 
doctors who aspire to specialty board ratings.** Consequently the AMA has 
particularly powerful sanctions over those who are most likely to be price cut- 
ters. These are young doctors trying to establish a practice.** 


B. THE EVIDENCE 


Just as one would expect an all-out war to reveal a country’s most powerful 
weapons, substantial threats to the continued existence of price discrimination 
ought to reveal the strongest sanctions available to organized medicine. For 
this reason, the opposition or lack of opposition to prepaid medical plans that 
provide medical service directly to the patient ought to be illuminating. 

Generally speaking, there exist two classes of medical insurance. One is the 
cash indemnity variety. Blue Cross and Blue Shield plans fall within this 
class.** Under cash indemnity medical insurance, the doctor and patient are 


* Hyde and Wolff, op. cit. supra note 19, at p. 952. 


“ A statement of sanctions similar to that noted above appears in Restrictions on Free 
Enterprise in Medicine, p. 9 (April 1949), pamphlet, Committee on Research in Medical 
Economics. 


* “Other things being equal, old well-established concerns tend to be more hostile to price 
cutting than younger concerns.” G. Stocking and M. Watkins, Monopoly and Free Enter- 
prise, p. 117 (1951). 


“ Most of these plans have services provisions; that is, they agree to provide the service 
required to treat particular ailments only if the subscriber’s income is below some pre- 
assigned level. Of the 78 plans approved by organized medicine, 58 have service provisions. 
Of these, only 3 provide service to all income classes. The remainder provide a cash in- 
demnity to subscribers whose income exceeds the relevant pre-assigned income levels. There- 
fore, these plans do not interfere with the discriminatory pricing policies of doctors. Consult 
Voluntary Prepayment Medical Benefit Plans, American Medical Association (1954). 
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able to determine fees jointly at the time medical service is sold just as if 


there were no insurance. Therefore, this class of medical insurance leaves un- | 


affected the power of doctors to discriminate between differences in demand 
in setting fees. If anything, doctors welcome insurance since it improves the 
ability of the patient to pay. On the other hand, for non-indemnity type plans, 
plans that provide medical services directly as contrasted with plans that 
provide funds to be used to purchase desired services, payments are typically 
independent of income. Costs of membership in such prepayment plans are a 
function of family size, age, coverage, quality of service, etc., but are inde- 
pendent of the income of the subscriber. Consequently, such plans represent a 
means for massive price cutting to high income patients. For this reason, the 
reception of these plans by organized medicine constitutes an experiment for 
testing the validity of the discriminating monopoly model. If no opposition to 
these plans exists, then the implication of the discriminating monopoly model 
—that some mechanism must exist for maintaining the structure of prices— 
is invalid. On the other hand, opposition to these plans by organized medicine 
constitutes observable phenomena that support this implication. If such oppo- 
sition exists, then it supports the discriminating monoply hypothesis in addi- 
tion to providing evidence of the specific character of the sanctions available 
to organized medicine. 

A number of independent observers have found that a systematic pattern of 
opposition to prepaid medical service plans, as contrasted with cash indem- 
nity plans, exists. “In many parts of the county, organized medical bodies 
have been distinctly hostile to group practice. This is particularly true where 


the group is engaged in any form of prepaid medical care.”** “Early groups , 


were disparaged as unethical. But within recent years active steps have been 
taken only against those groups offering a plan for some type of flat-fee pay- 
ment.” “There is reason to believe that the Oregon, the San Diego, and the 
District of Columbia cases exemplify a nationwide pattern of behavior by the 
American Medical Association and its state and county subsidiaries. What has 
come into the open here is working beneath the surface in other states and 
counties.”** This systematic pattern of opposition to single price medical plans 
has taken two distinct courses. These are (1) using sanctions in an effort to 
terminate the life of prepaid medical plans already in existence and (2) lobby- 
ing for legislation that would abort their birth. 

There have been a number of dramatic battles for survival by prepaid non- 
price discriminatory medical plans resulting from the efforts of organized 
medicine to destroy them. These struggles have brought into action the most 

* Building America’s Health, report to the President by the Commission on the Health 
Needs of the Nation, V. I, p. 34 (1952). 

“ Hyde and Wolff, op. cit. supra note 19, at p. 977. 

* Op. cit. supra note 32, at p. 14. 
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powerful sanctions available to organized medicine for use against price cut- 
ters. Consequently, the history of these battles provides valuable evidence of 
the character of the weapons available to the participants. For this purpose, 
the experiences of the following organizations are particularly illuminating: 
Farmers Union Hospital Association of Elk City, Oklahoma, the Kaiser Foun- 
dation of San Francisco and Oakland, Group Health of Washington, Group 
Health Cooperative of Puget Sound, Civic Medical Center of Chicago, Com- 
plete Service Bureau of San Diego, and the medical cooperatives in the State 
of Oregon. These plans are diverse, from the point of view of location, organi- 
zation, equipment, sponsorship and objective. However, they all have one 
crucial unifying characteristic—fees or service charges are independent of in- 
come.*®® Similarly, the experiences of Ross-Loos i:,Los Angeles and the Palo 
Alto Clinic in California are illuminating begause these organizations both 
operate prepayment single price medical plans and nevertheless continue to 
stay within the good graces of organized medicine. 

The founder and director of the cooperative Farmers Union Hospital in Elk 
City, Oklahoma, Dr. Michael A. Shadid, was harassed for a number of years 
by his local county medical association as a consequence of founding and 
operating this price cutting organization. He was ingeniously thrown out of 
the Beckham County Medical Society; this organization was dissolved and 
reconstituted apparently for the sole purpose of not inviting Shadid to become 
a member of the “new” organization. Before founding the cooperative, Shadid 
had been a member in good standing in his county medical association for over 
a decade. 

The loss of hospital privileges stemming from non-county society member- 
ship was not sufficient for the task of putting Shadid out of business, because 
his organization had its own hospital. Therefore, organized medicine turned 
to its control over licensure to put the cooperative out of business. Shadid was 
equal to this challenge. He was shrewd enough to draw members of the politi- 
cally potent Farmers Union into his organization. Therefore, in the struggle 


oS 


to take away Shadid’s license to practice medicine, the farmers were pitte 


c 


Q. 


* The Health Insurance Plan of New York is not included in the foregoing enumeration 
because charges are not completely independent of income. For determining premiums, fami- 
lies are divided into two groups, those with incomes above $6,500 are assessed premiums 
twenty per cent greater than those applicable to the lower income group. Consult M. M. 
Davis, Medical Care for Tomorrow, p. 237 (1955). However, as a threat against the struc- 
ture of prices for medical services based on income, this plan is almost as potent as those 
listed. Consequently, the opposition to it ought to be just about as severe and the weapons 
employed just as interesting for gaining insights into the nature of the sanctions over the be- 
havior of individual doctors by organized medicine. 

Available evidence suggests that HIP is under attack. See the testimony of G. Baehr, Presi- 
dent and Medical Director of HIP in Hearings, op. cit. note 9, at pp. 1604, 1642, and 1663. 
Legislation that would outlaw such plans as HIP has been sponsored by organized medicine. 
Consult N.Y. Times, p. 15, col. 5 (Feb. 21, 1954). 
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against the doctors. The doctors came out of this political battle the losers be- 
cause the state governor at the time, Murray, sided with the farmers.** How- 
ever, the Beckham County Medical Society has been powerful enough to keep 
doctors who were known to be coming to Oklahoma to join Shadid’s organiza- 
tion from getting a license to practice, powerful enough to frighten and cause 
the departure of a doctor who had been associated with Shadid’s organization 
for a substantial period of time, powerful enough to keep Shadid out of a 
two-week postgraduate course on bone fractures at the Cook County Graduate 
School of Medicine (the course was open only to members in good standing of 
their local county medical societies), and was able to get enough of Shadid’s 
doctors drafted during the war to endanger the life of his organization.*° In 
recent years, the tide of battle has turned. The Hospital Association brought 
suit against the Beckham County Medical Society and its members for con- 
spiracy in restraint of trade. This case was settled out of court. As part of this 
settlement, the county medical association agreed to accept the staff of the 
cooperative as members. 

The experience of the Kaiser Foundation Plan is parallel to that of the 
Farmers Union. Both were vigorously opposed by organized medicine. The 
medical staff in each case could not obtain membership in local county medi- 
cal societies. In both cases, the plans were able to prosper despite this obstacle, 
since they operated their own hospitals. In both cases, the doctor draft was 
used as a tool in an attempt to put these plans out of business.*? 

Control by organized medicine over licensure was used as a weapon in an 
attempt to kill the Kaiser Plan. Dr. Sidney Garfield, the plan’s medical direc- 
tor, was tried by the State Board of Medical Examiners for unprofessional 
conduct. Garfield’s license to practice was suspended for one year and he was 
placed on probation for five years. However, the suspension was withheld 
pending good behavior while on probation. This ruling by the State Board of 
Examiners was not supported in Court. Superior Court Judge Edward P. 
Murphy ordered the board to rescind all action against Garfield. The judge 
ruled that the board was arbitrary in denying Garfield a fair trial. Subse- 
quently the appellate court reversed the decision of the trial court on one 
count but not the second. Nevertheless the judgment of the trial court in 

Davis argues that Shadid would have lost his license to practice if he had not had the 
powerful political support of the farmers. Op. cit. supra note 38 at p. 229. 


The story of Shadid and his organization may be found in M. A. Shadid, A Doctor for 


the People (1939), and Doctors of Today and Tomorrow (1947). In Two Harbors, Minne- 
sota, doctors associated with a medical society disapproved plan could not win admission 
o their local county medical society and a doctor associated with this plan could not get into 
I 1e school from which Shadid had been barred—the Cook County Graduate School of 
ne. 71 Christian Century 173 (Feb. 10, 1954). 





Medi 








“For evidence on this point for the Kaiser Plan, see Hearings before a Subcommittee of 
the Senate Committee on Education and Labor, pt. 1, p. 338 if., 77th Cong. 2nd Sess. on 
S. Res. 291 (1942). 
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rescinding the decision of the board of examiners was upheld. The entire mat- 
ter was sent back to the board for reconsideration of penalty.** 

Subsequently, Garfield was tried by the county medical association for un- 
ethical practices, namely advertising, and found guilty. However, he came 
away from this trial with only a reprimand and not the loss of his license.** 
By virtue of having its own hospitals and legal intervention by the courts 
against the rulings of organized medicine, the Kaiser Foundation has been 
able to resist the onslaughts of its foes. However, the battle is not over yet. 
Although Kaiser Foundation doctors are now admitted to the Alameda County 
Society, the San Francisco County Society still excludes them.** 

Group Health in Washington was not as fortunate as Kaiser or Farmers 
Union with respect to hospitals. Unlike these other two organizations, Group 
Health did not have its own hospital and therefore was dependent upon the 
existing hospitals in the community. Consequently, when Group Health doc- 
tors were ejected from the District Medical Society, Group Health was serious- 
ly crippled. Nearly all the hospitals in the district were coerced into denying 
staff privileges to Group Health doctors and bed space to their patients. More- 
over, many doctors were deterred from becoming members of the Group 
Health staff because of fear of punitive action by the District Medical Society. 
Still other doctors who were members of the Group Health medical staff sud- 
denly discovered attractive employment possibilities elsewhere and resigned 
their Group Health positions.*® 

It was fortunate for Group Health that it was located in Washington, D.C. 
and therefore under the jurisdiction of federal laws, in particular the Sherman 
Act. The tactics of the District Medical Society and the AMA came to the 
attention of the Justice Department. This led to the successful criminal prose- 
cution of organized medicine under the Sherman Act. The opinion of the Su- 
preme Court delivered by Mr. Justice Roberts pinpoints the primary concern 
of the petitioners, the District Medical Society and the AMA. “In truth, the 
petitioners represented physicians who desired that they and all others should 
practice independently on a fee for service basis, where whatever arrangement 
for payment each had was a matter that lay between him and his patient in 
each individual case of service or treatment.”*® 

“P. DeKruif, Life Among the Doctors, p. 416 (1949). The last two chapters of this book 
deal with the activities of organized medicine against the Kaiser Plan. For the decision of 


the appellate court, see Garfield v. Medical Examiners, 99 C. A. 2d 219, 221 P. 2d 705 
(1950). 

* Mayer reports that Dr. Louis Schmidt, the urologist, was expelled from organized medi- 
cine for advertising his venereal disease clinic. 180 Harpers 27 (Dec. 1939). 


“ Means, op. cit. supra note 5, at p. 131. Opposition to Kaiser also exists in Los Angeles 
area where this plan also operates. 83 Bulletin of the Los Angeles County Medical Society 
501 (1953) contains a condemnation of the Kaiser Pian and a cail-to-arms. 


® Hyde and Wolff, op. cit. supra note 19, at p. 990. 
“ American Medical Association v. United States, 317 U.S. 519, 536 (1943). 
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As a result of this victory, consumer sovereignty with respect to Group 
Health was restored. As might be suspected from the intense opposition of the 
AMA an? the District Medical Society, Group Health has shown unusual sur- 
vival properties and flourishes in competition with fee-for-service medical care. 
Since its victory at court, good relations with the District Medical Society 
have been achieved by the Group Health staff.*? 

In view of the previous cases cited, the experience of the Group Health 
Cooperative of Puget Sound, Washington, takes on a familiar cast. The King 
County Medical Association objected to this prepayment plan. They claimed 
it was “unethical” because under the terms of the plan subscribers could not 
employ any doctor in the community. Subscribers could use only doctors who 
were members of the health plan. Staff members of Group Health were ex- 
pelled from the county medical association and new additions to the Group 
Health staff were found ineligible for society membership. The local medical 
society refused to accept transfers of membership from other county medical 
associations of doctors who expected to join the staff of the cooperative. The 
Group Health staff was unable to use the existing hospitals of the community, 
thereby limiting the value of the plan to many members and potential mem- 
bers. Moreover, the staff was cut off from many scientific meetings and was 
unable to consult with the orthodox members of the profession. However, the 
cooperative survived despite the hostility of the county medical society. 

As a direct consequence of these harassing measures adopted by the King 
County Medical Society, the cooperative brought action against the county 
medical society, charging that the defendants had conspired against them in 
an effort to force the cooperative out of business. This case went to the state 
supreme court and was won by the cooperative although no damages were 
allowed.*® Mr. Justice Hamley said that “The purpose of the Society . . . has 
been primarily to benefit the members of the Society and its affiliates through 
the elimination of such competition. The means employed has . . . been oppres- 
sive in the extreme. . . .”*° Subsequently, the justice went on to argue that the 
activities of the county medical association against Group Health were de- 
signed to eliminate competition in the contract medicine field.5° The court 
ruled that the defendants should not exclude applicants from membership in 
the county medical society or hospitals because of their affiliation with Group 
Health, and should cease discouraging doctors from joining Group Health or 
consulting with its staff.54 


“Becker, President, Group Health Association, Hearings before Senate Committee on 
Education and Labor, pt. 5, p. 2528, 79th Cong. 2nd Sess. on S. Res. 1606 (1946). 

“ Group Health Etc. v. King Co. Med. Soc., 39 Wash. 2d 586, 237 P. 2d 737 (1951). 

“ Ibid., at p. 622 and 757. 

™ Tbid., at p. 640 and 766. 

™ Thid., at p. 664 and 780; Consult Means, op. cit. supra note 5, at pp. 177-181. 
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In testimony before a Senate Committee, Dr. Lawrence Jacques of the 
Civic Medica! Center in Chicago reported that none of the staff of this medi- 
cal center (it numbered fifteen at that time) had succeeded in being admitted 
to the county medical association.®* Repeated applications for admission had 
either been ignored or rejected by the Chicago Medical Society. Appeals to 
the Illinois State Medical Society and the American Medical Association 
proved to be fruitless. A direct appeal by a committee of patients of the Civic 
Medical Center to the county medical association on behalf of their doctors 
was of little avail. 

The doctors associated with the Complete Service Bureau of San Diego 
could not obtain membership in the county medical society and the patients 
and doctors associated with the plan were barred from the major hospitals of 
San Diego County. The county society published paid advertisements in the 
current editions of the San Diego telephone directory designating the mem- 
bers of the San Diego Medical Society among the physicians listed in the 
directory. These advertisements contained statements that gave the impres- 
sion that non-society members were not qualified to practice medicine for pro- 
fessional and moral reasons. As a result of society opposition, the bureau had 
difficulty in hiring doctors at the going market price for their services.®* 

In Oregon, doctors serving on the staff of medical cooperatives were ex- 
pelled from county medical societies and hospital facilities were made avail- 
able only to doctors and the patients of doctors who were members in good 
standing of their local medical societies. Moreover, society members systemati- 
cally refused to consult with non-society members and spread false propaganda 
in an effort to discredit society opposed plans.*°* The government brought 
action against the Oregon Medical Society under the Sherman Act and lost.®5 

The Civic Medical Center in Chicago did not have its own hospital. The 
members of the center were able to practice in only two hospitals in the entire 
Chicago area, and in neither of these two hospitals did they have full staff 
privileges. These limited staff privileges seriously hampered the operations of 
the group in the two hospitals in which they could practice. For example, in 
one of the hospitals surgical cases could not be scheduled for more than two 





days in advance by a physician unless he was a full staff member. In the 
words of Jacques, “The handicaps of nonmembership in the local medical 
society are serious and far-reaching and in effect amount to a partial revoca- 


" Hearings, op. cit. supra note 47, at p. 2630 ff. 


'p. cit. supra note 32, at p. 11. 


For the reasons for this loss, see United States v. Oregon Med. Soc., 343 U.S. 326 (1952) 
and the discussion of the case in Hyde and Wolff, op. cit. supra note 19, at p. 1020. One gets 
n from reading this case that the practices of the state society that would have 
led to victory for the government were discontinued in 1941. 








the impre: 
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tion of licensure to practice medicine.’”®* During the war, some of the men in 
this group were disqualified for service as medical officers in the Navy, but 
nevertheless draftable as enlisted men, because applications to serve as medi- 
cal officers were automatically rejected unless accompanied by a letter certify- 
ing that the candidate was a member in good standing of his local county 
medical society.5°* When Jacques was asked why his group was veing ex- 
cluded from the county medical association, his response was: “The evidence 


at hand suggests . . . that we are being excluded because of our prepayment 
plan.”®8 


Apparently the value of price discrimination is deemed to be so great that 
the AMA has opposed “free” medical care to veterans by the Veterans Admin- 
istration.®® Free VA care for veterans would increase enormously the quantity 
of medical services demanded by making the marginal costs of these services 
zero for veterans.®° Moreover opposing free care to veterans comes at a great 
cost to organized medicine.™ 


Hearings, op. cit. supra note 47, at p. 2642. 


® Apparently this rule is no longer in effect. Consult Hyde and Wolff, op. cit. supra note 
19, at p. 951 n. 84. 


® Hearings, op. cit. supra note 47, at p. 2644. 


® It seems likely that the value of price discrimination has increased in recent years. In 
the last two decades, there has been a widespread development of consumer credit. This de- 
velopment has made it possible for credit bureaus to collect extensive and reliable data on 
consumer incomes. Such data are available to subscribers to credit bureau services. There- 
fore, doctors that belong to credit bureaus are able to price discriminate more precisely than 
would have been possible if they had to rely on the unsupported testimony of patients for 
income data. “, . . routine credit check of patient who had always been billed at modest 
rates—and learned that he was in fact the owner of thirty oil wells!” Mills, Credit Ratings: 
How You Can Use Them, 33 Medical Economics 171, 172 (May 1956). 


® AMA opposition to free medical care for veterans constitutes evidence against the hy- 
pothesis that the AMA opposes direct service non-indemnity type group plans because they 
increase the efficiency with which medical resources are employed and therefore effectively 
increase the supply of doctors. 

Still stronger evidence against the rationalization of opposition to direct service prepay- 
ment plans as a manifestation of opposition to changes that increase the efficiency with 
which the existing stock of doctors can be utilized, i.e., increase the supply schedule of phy- 
sicians services, is the relative lack of opposition to group practices. Therefore, unless one is 
willing to postulate that it is the method of payment associated with prepayment medical 
plans that is a source of efficiency, one cannot argue that opposition to prepayrent plans 
is on a par with the destruction by workers of machines that improve workers’ efficiency. 

“Group practice of medicine on a fee-for-service basis is tolerated and even admired by 
most doctors. The entire profession also strongly advocates voluntary medical insurance. 
Yet many physicians and some local medical societies violently disapprove of the combi- 
nation of group practice with pre-payment and do everything in their power to prevent or 
destroy it.” Baehr, Hearings, op. cit. supra note 9, at p. 1642. 


~ ™ This opposition has won organized medicine a powerful foe. A. J. Connell, an ex-Na- 

tional Commander of the American Legion has attacked organized medicine as a “most 
powerful and monopolistic medical guild.” N.Y. Times, p. 17, col. 3 (Jan. 29, 1954). In 
opposing “socialized medicine” these two groups were allies. 
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If price discrimination is in fact highly valued by organized medicine and 
prepayment direct service medical plans have been opposed in order to main- 
tain a structure of discriminating prices, doesn’t the existence of the prepay- 
ment plans unopposed by the AMA constitute an anomaly?® 

How can the Ross-Loos and Palo Alto Clinic cases be explained?® The 
Ross-Loos plan in Los Angeles is a prepaid medical plan that is a profit- 
seeking organization. It was started in 1929 and by the end of 1952 had 127,- 
000 members.** The Ross-Loos plan does not have hospitals of its own and is 
therefore forced to rely on the existing hospitals of the community. Conse- 
quently, the condemnation of this plan by organized medicine which occurred 
after it won acceptance from consumers in the medical care market, repre- 
sented an enormous threat to its continued existence. The Ross-Loos plan doc- 
tors were expelled from the Los Angeles County Medical Association. Among 
the doctors to lose their county society membership was a former President of 
the Los Angeles County Medical Society. As a result of a number of appeals 
to higher courts, all within the judicial machinery of organized medicine, the 
decision that would have crippled if not destroyed this plan was reversed. 

An excellent reason for this reversal is suggested by the testimony of Dr. 
H. Clifford Loos, a co-founder of Ross-Loos. In response to the question, “Are 
you handicapped to any extent by the fact that you are not able to advertise,” 
Dr. Loos replied: 


As far as that goes, we do not care to be big, or bigger. If I had accepted all of the 
* groups who applied to us, we would need our city hall to house us. We have put the 
brakes on. We can’t accept too many. We feel we can’t be too big.® 


This constitutes strange behavior indeed for a profit-seeking institution that 
certainly ought to have no fears of Justice Department action for either being 
too large or monopolizing an industry. One cannot help suspecting that the 


® Evidence of opposition to price cutting on a more modest scale exists. Individuals who 
have cut prices have either encountered the sanctions of organized medicine or a threat to 
employ these sanctions. Consult, Medical Group’s Protests Stop Polio Shot Project in 
Brooklyn, N.Y. Times, p. 33M (Sept. 12, 1956). The Los Angeles Times reports that Dr. 
Sylvan O. Tatkin filed a complaint in the Superior Court of Los Angeles charging that the 
local association was engaging in unlawful rate fixing. Tatkin charged that he was refused 
membership in the local society and therefore dropped from the staff of Behrens Memorial 
Hospital in Glendale as a result of price cutting. L.A. Times, sec. 2, p. 30, col. 4 (June 29, 
1956). 

Economic theory implies that there would be no point for a monopolist that has control 
over supply being concerned with prices directly. For a non-discriminating monopolist, con- 
trol over supply implies control over prices. 


® There is evidence that opposition to prepayment pians is not merely local society pol- 
icy. In Logan County, Arkansas, the entire county society was expelled from the state soci- 
ety by means of charter revocation. The local society was dominated by physicians partici- 
pating in a disapproved plan. 27 Journal of the Arkansas Medical Society 29 (1930). 


™ Hearings, op. cit. supra note 9, at p. 1451. © Tbid., at p. 1469. 








PRICE DISCRIMINATION IN MEDICINE 41 


amicable relations with the Los Angeles County Medical Society may have 
been acquired at the cost of a sharply curtailed rate of expansion. 

The Palo Alto Clinic in California provides prepaid medical care that is 
non-income discriminating to the students, employees, and faculty of Stan- 
ford University. This constitutes a small fraction of the clinic’s business. 
Eighty-five per cent of the receipts of the clinic are attributable to conven- 
tional fee-for-service practice that lends itself to discriminatory pricing. This 
clinic continues to stay within the good graces of organized medicine. When 
questioned about extending the prepaid non-discriminatory service, Dr. Rus- 
sel V. Lee, Director of the Clinic and Professor of Medicine in the School of 
Medicine of Stanford University, threw some light upon this apparent anom- 
aly. “Several of the industries in the area have come to us for such service. 
We have been trying to get our county medical society approval before we go 
into these things, and we are doing a little job of county medical education * 
because in general the county medical society will not approve of anything 
that smacks of a closed panel.”®* This suggests that the Palo Alto Clinic is in 
the position of having to go to its principal competitors for permission to sell 
its services to new customers. This is comparable to a requirement that a Ford 
dealer must first obtain the permission of his competing Chevrolet dealer be- 
fore he can sell Fords to non-Ford owners who have asked for the opportunity 
to buy them. Probably the county medical society that includes the Palo 
Alto Clinic does not feel that the present level of sales of prepaid medical 
services by this clinic is high enough to justify the costs and risks of punitive 
action. 

Organized medicine, i.e., the AMA and its political subdivisions, has 
opposed prepaid non-price-discriminatory medical plans not only directly by 
fighting against them but also indirectly by lobbying for legislation that 
would make such plans illegal. State medical societies have achieved a fair 
degree of success in sponsoring legislation designed to prevent price cutting in 
the medical care market caused by prepaid medical plans. As of 1954, “there 
are at least 20 states that have had such laws passed at the instigation of 
medical societies, which are designed to prevent prepaid group practice and to . 
keep medical practice on a fee-for-service solo basis.”®* Another source says: 

* Loos has also served as an expert witness for the San Diego County Society during its 
struggle with another prepayment plan. Complete Service Bureau v. San Diego County 
Med. Soc., 43 C. 2d 201, 212, 272, P.2d 497, 504 (1954). Hyde and Wolff, op. cit. supra note 
19, at p. 985 impute the tolerance of Ross-Loos by organized medicine to the fact that it is 
physician sponsored as contrasted with being lay or non-physician sponsored. The theory 
outlined in this paper implies that this is not a relevant distinction. 

* Hearings op. cit. supra note 9, at p. 1559. 


* Baehr, Hearings, op. cit. supra note 9, at p. 1594. Very unorthodox lobbying tactics have 
been successfully employed by distinguished doctors to achieve the legislative goals of or- 
ganized medicine. See Osler’s forthright description in H. Young, A Surgeons’ Autobiogra- 
phy, p. 407 (1940). 
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“Most of the states now have restrictive statutes permitting only the medical 
profession to operate or to control prepayment medical care plans.”°* Hansen 
lists as one of the primary objectives of this legislation “to preserve the fee- 
for-service system as far as possible by controlling the financial administration 
of the plans.”*° 


IV. IMPLICATIONS OF THE DISCRIMINATING MonopoLty MopDEL 


In the preceding section, this paper has been concerned with establishing 
the validity of the discriminating monopoly model for understanding the pric- 
ing of an important class of medical services—those produced by doctors in 
hospitals. Evidence of the existence of a pattern of relatively direct and 
obvious controls was presented. Yet it was argued that maintaining a struc- 
ture of discriminatory prices for this large number of independent producers 
represents a fantastically difficult control problem. Does the existence of this 
difficult control problem shed any light upon other aspects of the medical pro- 
fession? Our concern is largely with the more subtle or less obvious methods 
of contro! over the price policies of individual doctors. 

The controls previously discussed are analogous to surgery; the controls to 
be discussed are analogous to preventive medicine. In particular, we explore 
the possibilities of a relationship between maintaining a structure of prices 
based on income differences and: the representation of specialists in power 
positions within organized medicine; discrimination against minority groups 
in admission to medical schools; the free treatment by doctors of other doc- 
tors and their families; the position of or; 





anized medicine on advertising; the 
defense of county medical association members against malpractice suits; the 
no-criticism rules that forbid unfavorable comment by one physician of 
another physician’s work before a member of the lay public. 

Specialists have more to gain from price discrimination than non-specia/ists 
because their work is more likely to be associated with hospitals. The power 
to withhold hospital facilities from doctors constitutes the strongest weapon 
for maintaining price discipline within the medical profession. Therefore, dis- 
crimination in pricing ordinary office visits as compared with services rendered 
in a hospital is much less pronounced. In fact, prices charged for office visits 
ought to be relatively independent of patient’s incomes. Office care can be 
provided by doctors with no hospital connections whatsoever. Consequently, 


specialists, particularly those who do most of their work in hospitals, have a 





® Hansen, Laws Affecting Group Health Plans, 35 Iowa L. Rev. 209, 225 (1950). 





* Tbid., at p. 209. Yet in his conch Hansen argues that “Farsighted medical societies 
should find no valid reason for opposing croup health enabling legislation. Instead they 
should welcome experimentation in the fieid of medical economics with the same spirit they 
welcome it in the field of medical science.” pp. 235-36. It is one of the implications of this 
paper that the more farsighted medical societies provide the strongest opposition to experi- 
mentation in the field of medical economics. 














PRICE DISCRIMINATION IN MEDICINE 43 


greater interest in maintaining price discrimination than general practitioners. 
Therefore, the fact that specialists are over-represented, as measured by the 
ratio of specialists to all doctors, in the AMA hiararchy is no accident. This 
is precisely the group that has the greatest economic interest in maintaining 
price discipline and for this reason, are “naturals” for the job.” 

Newcomers, even if they were formerly presidents of county societies else- 
where, are probationary members when they join some county societies.** They 
achieve full membership only after a successful term as probationary members. 
Relegating newcomers to a probationary status is a means for segregating 
from the general membership those who have a relatively high probability of 
being price cutters.** Newcomers represent a group whose members are trying 
to acquire practices and therefore are more likely to be price cutters than soci- 
ety members who have well established practices. Consequently newcomers re- 
quire both an extraordinary degree of surveillance and a strong indication of 
the costs of non-compliance. Probationary membership achieves both of these 
objectives.*® 

The advertisement of medical services is approved by the medical profes- 
sion if and only if such advertisements redound to the interest of the profes- 
sion as a whole. Advertisements in this class are, for example, announcements 
of the availability for sale of Blue Cross type medical plans. These plans allow 
their subscribers the choice of any licensed practitioner. Organized medicine 
consequently takes the position that these advertisements are of benefit to the 
entire profession. On the other hand, advertisements that primarily redound 
to the interests of a particular group, for example, advertisements by a closed 
panel medical group, are frowned upon. Advertisements in this class are, by 
definition, resorted to only by “unethical” doctors. Why this difference in the 


* Garceau, op. cit. supra note 26, at pp. 55-58. Hyde and Wolff, op. cit. supra note 19, at 
Pp. 947. 

* Some observers have explained the over-representation of specialists in the AMA hier- 
archy as attributable to their greater incomes. Larger incomes imply that specialists are 
better able to afford the “luxury” of political activity. This explanation implies that psychia- 
trists and dermatologists ought to be just as over-represented as surgeons, abstracting from 
income differences. On the other hand, the argument advanced here implies that surgeons 
ought to be more strongly represented because membership in the AMA hierarchy can be 
more useful for advancing the economic interests of surgeons than it can be for those other 
specialties. This difference stems from the fact that psychiatrists and dermatologists do not 
use hospitals to the same extent in their practices. 

There exists some reason for believing that among specialists, surgeons are over-represented 
in medical politics. One observer reports, “Our medical societies are not merely specialist- 
dominated ; they are surgeon dominated.” Berger, op. cit. supra note 11, p. 272. 

® Hyde and Wolff, op. cit. supra note 19, at p. 941 n. 20 and p. 951 n. &3. 

“ Stocking and Watkins, op. cit. supra note 33, at p. 117. 

*° Some societies have indoctrination programs for newcomers. Drennen, They Help Young 
Doctors Get Started Right, 32 Medical Economics 104 (June, 1955). Drennen observes that 
for the newcomer such a program “... helps keep him on the path of righteousness.” p. 108, 





. 
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position of organized medicine with respect to these two classes of advertising? 
The approved class, insofar as it achieves its objective, tends to increase the 
aggregate demand for medical care. On the other hand, the disapproved vari- 
ety will have the effect of reallocating patients from the profession as a whole 
to those who advertise. Consequently, advertising in this class constitutes 
competitive behavior and leads to price cutting. It tends to pit one doctor or 
one group of doctors against the profession as a whole with respect to shares 
of the medical care market. Active competition for increased shares of the 
medical care market by doctors would tend to eliminate price discrimination 
based on income differences. 

The significance of advertising as a means for maintaining free entry is re- 
vealed by two bits of interrelated evidence. These are the strong opposition of 
organized medicine to advertising calling the public’s attention to the services 
of a particular group of doctors and the willingness of some prepaid medical 
plans to incur the wrath of organized medicine by undertaking such advertis- 
ing. Kaiser, the Civic Medical Center, and the Complete Service Bureau at 
one time or another advertised.*® The use of advertising in the face of strong 
opposition by organized medicine implies that advertising plays a crucial role 
in enabling these groups to capture part of the medical care market. Conse- 
quently the ban on such advertising by organized medicine constitutes a bar- 
rier to entry into this market and is a means for keeping doctors from compet- 
ing with one another and thereby incidentally destroying the structure of 
prices. 

County medical societies play a crucial role in protecting their members 
against malpractice suits. Physicians charged with malpractice are tried by 
their associates in the private judicial system of organized medicine. If found 
innocent, then local society members are available for duty as expert witnesses 
in the defense of those charged with malpractice. Needless to say, comparable 
services by society members for plaintiffs in such actions are not equally 
available. By virtue of this monopoly over the services of expert witnesses and 
the tacit coalition of the members of a society in the defense of any of their 
members, the successful prosecution of malpractice suits against society mem- 
bers is extremely difficult. 

On the other hand, for doctors who are persona-non-grata with respect to 
organized medicine, the shoe is on the other foot. Expert witnesses from the 
ranks of organized medicine are abundantly available for plaintiffs but not 
for defendants. Therefore the position of a plaintiff in a suit against a non- 
society member is of an order of magnitude stronger than it is for a suit 

*° “For the first ten months of its existence, with a considerable reluctance it continued the 
policy of institutional advertising, because it was felt that the clinic could not survive unless 
it was brought actively to the attention of the public.” Jacques, Hearings, op. cit. supra 


note 41, at p. 2634. Complete Service Bureau v. San Diego County Med. Soc., 43 C.2d 201, 
214-216, 272 P.2d 497, 504—506 (1954). 
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against a society member. Consequently it should come as no surprise that the 
costs of malpractice insurance for non-society members is substantially higher 
than it is for society members. Apparently some non-society members have 
experienced difficulty in obtaining malpractice insurance at any price.** 

This coalition among the members of the medical profession not to testify 
against one another, like structured prices, puts some doctors in a position of 
pursuing a policy that does not maximize personal returns. Therefore more 
than just professional ethics makes this coalition viable. As might be expected, 
the ability of organized medicine to expel doctors from hospital staffs plays a 
crucial role in keeping doctors from testifying against one another. Belli re- 
ports that a doctor who acted as an expert witness in a malpractice suit he 
tried was subsequently barred from the staff of every hospital in California.** 
It is because of sanctions of this character that we can find reports of patients 
with strong prima facie evidence of negligence and yet unable to hire expert 
witnesses from the ranks of the medical profession.’® 

As a result of this coalition among society members for malpractice defense, 
two effects are achieved. The more direct and obvious consequence is an in- 
crease in the monopoly returns to the members of this profession over what ° 
they otherwise would be. The other is the welding together of the medical pro- 
fession as an in-group. In this latter role, the coalition for malpractice defense 
is a force that has the same effect as a reciprocity, that is, the free treatment by 
doctors of other doctors and their families, and the rule that doctors are not 
to criticize one another in public.*® The function of reciprocity and no- 
criticism is to induce the members of the medical profession to behave to- 
wards one another as if they were members of an in-group. Doctors are subtly 
coerced into personal relations with one another. Insofar as these measures 
bear fruit, doctors view themselves as a large association in which members 
deal with one another on a personal level. In relation to the general public, 
i.e., outsiders, the in-group, doctors, are united. | 

But what does the medical profession achieve by subtly coercing its mem- 


 Garceau, op. cit. supra note 26, at p. 103 ff; Jacques, Hearings, op. cit. supra note 47, at 
p. 2642; Hyde and Wolff, op. cit. supra note 19, at p. 951 n. 86; Belli, op. cit. supra note 28, 
at p. 109. 


* Belli, op. cit. supra note 28, at p. 98; The California Malpractice Controversy, 9 Stan- 
ford L. Rev. 731 (1957). 


™ See the story by Ullman in the Toledo Blade of June 12, 1946, about a surgery patient 
who was unable to hire an expert witness for demonstrating segligence in a case involving a 
sponge that a surgeon forgot to remove before sewing up the patient. Belli reports no such 
problem in hiring expert witnesses for legal malpractice cases. Op. cit. supra note 28, at p. 95. 


"N.S. Davis, History of Medicine, ch. 14 (1907) ; Wylie, Conspiracy of Silence, 29 Medi- 
cal Economics 167 (April 1952); Doctor Fights Expulsion on Slander Charge, 32 Medical 
Economics 269 (Dec, 1954). This is the story of a doctor expelled from his county medi- 
cal society for expressing opinions about the professional competence of his colleagues, to 
patients. 
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bers inte in-group relations with one another? The relationships among mem- 
bers of a family, an in-group par excellence, reveal the importance of these 
subtle controls. Members of a family are relatively reluctant to criticize one 
another before outsiders, tend not to charge each other market prices for 
services extended to one another, and try to avoid being in direct competition. 
The essence of in-group behavior is personal relationships among its members. 
On the other hand, the essential property of market place relationships is im- 
personality. Consequently insofar as a non-market place attitude can be 
fostered and maintained within the medical profession, such an attitude con- 
stitutes a barrier against doctors thinking of one another as competitors in the 
medical care market. This in itself constitutes a barrier against such market 
place activities as cutting prices.®? 

To the extent that the culture of members of an in-group is distinct from 


' that of non-members, this difference reduces the probability that non-members 


© 





can successfully “join” the in-group. Differences in culture and values con- 
stitute a natural barrier to integration. This is particularly important for 
medicine because it is both a social and an economic club and the returns of 
the economic club are related to the degree of social cohesion that exists with- 
in the social club. Consequently, members of culturally distinct minority 
groups would be more difficult to assimilate into such an in-group and it is 
likely that many would never feel that they were completely members under 
the best of circumstances. This implies that members of such minority groups 
would be more difficult to control by means of the informal controls character- 
istic of in-groups. Being thrown out of a country club is not much of a loss if 
one is only the janitor; for informal controls to be effective, they must be 
exercised over those who belong. Insofar as some minority groups are more 
difficult to assimilate, there exists an a@ priori basis for discrimination. It is to 
keep out those who have a higher probability of not being willing to go along 
with the majority. Minority groups whose culture and values are different 
from those of the majority could rationally be discriminated against in admis- 
sion to medical schools because they are more difficult to control by informal 
controls after they are out in medical practice than is characteristic of the 
population at large. 

The discrimination against Jews in admission to medical schools has been 

“ Tf the hypothesis presented here is correct, then it should be possible to observe a dif- 
ference between the variance of surgical and psychiatric fees after abstracting from variations 
caused by differences in skills, type of operation and difficulty of particular cases. This dif- 
ference would be imputable to the strong control over the pricing of surgical services by 
means of control over hospitals. Since reciprocity and no-criticism rules are viable because 
they help maintain structured prices, they should not be observed as rigorously by psychia- 
trists as surgeons. On this latter point, there exists evidence consistent with the hypothesis 
presented here. Psychiatrists have been the first, and thus far the only group within the 
medical profession to abandon reciprocity. Miller, Doctors Should Pay for Medical Care!, 
30 Medical F-onomics 82, 84 (Jan. 1953). 
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explained, by both Jews and non-Jews alike, as a consequence of irrational 
prejudice.®* Yet Jews might be regarded as the prototype of a minority group 
with cultural properties that, given the special problems of maintaining in- 
ternal discipline within the medical profession, would make them undesirable 
candidates for admission to this profession. These cultural attributes evolved 
as a consequence of centuries of unparalleled persecution. This persecution, 
which by and large was economic, took the form of laws that barred Jews 
from particular product and labor markets in many of the most important 
countries in the history of western civilization. Cartels such as guilds followed 
similar policies. This cudeihal policy channelled Jews into highly competitive 
markets, markets characterized by free entry, and forced them to develop 
their commercial skills to a higher level than was characteristic of the pop- 
ulation at large in order to survive economically. For Jews, a medieval guild 
type share-the-market attitude was a non-survival property whereas a policy 
of vigorously competing was a survival property. The process of adaptation 
by Jews to laws constraining their economic activities led them to develop 
considerable ingenuity in minimizing the impact of such laws upon their 
economic well being. Jews developed into robust competitors with little re- 





spect for rules, either government or private, that regulated economic activi- 
ties and with a substantial body of practical experience in implementing this 
point of view.** These attitudes became a part of Jewish cultural tradition 

"For direct evidence on discrimination against Jews in admission to medical schools, 
consult, Hart, Anti-Semitism in Medical Schools, 65 American Mercury 53 (July 1947); 
Kingdon, Discrimination in Medical Colleges, 60 American Mercury 391 (Oct. 1945); 
Bloomgarden, Medical School Quotas and National Health, 15 Commentary 29 (Jan. 1953) ; 
Goldberg, Jews in the Medical Profession—A National Survey, 1 Jewish Sociai Studies 327 

(1939) ; Shapiro, Racial Discrimination in Medicine, 10 Jewish Social Studies 103 (1948). 

The indirect evidence on this point seems to be more convincing than the direct evidence. 
Practically all of the Americans who study medicine abroad are Jews. No comparable evi- 
dence for the study by American Jews of law, dentistry, accounting, engineering, etc. in 
foreign countries exists. Therefore, the hypothesis that Jews prefer to study abroad is not 
tenable. On the other hand, this evidence is cor isistent with the hypothesis that Jews are 
strongly discriminated against in this country. Consult Levinger, Jewish Medical Students 
in America, 2 Medical Leaves 91, 94 (1939) and Goldberg, supra at p. 332. 

Some observers have used a Noah’s Ark approach to determine whether or not discrim- 
ination against Jews in admission to medical schools exists or existed. Because the ratio of 
Jewish medical students to all medical students exceeds the ratio of all Jews to our total 
population, some observers have concluded discrimination is absent. D. S. Berkowitz, In- 
equality of Opportunity in Higher Education. (1948). 



















*The same problem of survival in a hostile world has led a number of observers to argue 
that the frequency of Jews among alcoholics, depe addicts, and child deserters is low reia- 
tive to the non-Jewis julation. This same argument has been used to conclude that the 
frequency of Jews one ¢ neurotics is higher. Morrison, A Biologic Interpretation of Jewish 
Survival, 3 Medica 1 Le aves 97 (1940); Meyerson, Neuroses and Alcoholism Among the 
Jews, 3 Medical pom es 104 (1940) ; Liber, The Behavior of the Jewish and the Non-Jewish 
Patient, 5 Medical Leaves 159 (1943). 

There exists evidence that Jews are under-represented among prison inmates. Levinger, A 
Note on Jewish Prisoners in Ohio, 2 Jewish Social Studies 210 “19 40). This is what the sur- 





















48 THE JOURNAL OF LAW AND ECONOMICS 


and at least in this respect, distinguished Jews from non-Jews. This was 
particularly true of Jews that came from Czarist Russia and Poland where 
discrimination against them was particularly strong.** 

Because of these special cultural properties, which are vestigial in the 
United States and therefore are in the process of fading away, the discrimina- 
tion against Jews in admission to medical schools is far from irrational if one 
is concerned with maintaining price discrimination in medicine. The @ priori 
probability of a Jew being a price cutter because of the special attributes 
developed in an effort to survive in a hostile environment is greater than that 
for a non-Jew. The Jewish doctor is more likely to have a commercial market 
place attitude towards other members of his profession than is the non-Jew. 
From the point of view of the medical profession, as one doctor expressed it, 
Jews “. . . spoil everything they go into by turning it into a business.”®* 

If, as this analysis implies, admission to medical schools is influenced by the 
desire to select candidates who will not become price cutters, then it ought to 
be possible to observe similar policies for postgraduate education. In particu- 
lar, it should be possible to observe evidence of bias against Jews in surgical 
relative to non-surgical specialties. Consequently Jews ought to be under- 
represented in surgery relative to other fields of specialization. Converse 
results ought to hold for psychiatry. A study of physicians who were diplo- 


vival hypothesis suggests. It is significant to note, however, that this under-representation is 
not uniform for all categories of crime. The representation of Jews among prison inmates 
convicted of crimes of scheming, ie., fraud, larceny, possession of stolen property, etc., is 
relatively large. Laws regulating economic affairs, unlike most laws, were directed against 
Jews. Hence one should expect to find respect by Jews for this category of laws weakest. 
By this argument a post-war study of prison populations ought to show a relatively large 
representation of Jews among OPA violators. 


J. W. Parkes, The Jewish Problem in the Mcdern World, (1946) recognizes the unique 
experiences of Jews in modern history and the impact of these experiences upon Jewish cul- 
ture in his first chapter, Why Is There a Jewish Question? 


— Hall, Informal Organization of the Medical Profession, 12 Canadian Journal of Eco- 
nomics and Political Science 38 (1946). This article suggests that young doctors ‘buy’ posi- 
tions on hospital staffs by providing free medical care in hospital clinics. The older members 
of the profession have an interest in maintaining this method of admission to hospital staffs 
because it helps maintain the acceptability of price discrimination with the public. 

Similarly there exist controls over the maximum fees charged, price ceilings in effect, in 
order to minimize the possibility of fees that the public will regard as outrageoms and thereby 
endanger the existence of structured prices. This function is performed by county medical 

_society review committees that deal with the complaints of excessive fees}¥or an example of 

\ the functioning of such a committee, consult Phillips, Doctor Cancels $1,500 Bill for Hoopers 
at Medical Group’s Urging, N. Y. Times, p. 1, col. 2, (June 23, 1957). For a reflection of 
public attitudes in this case, consult 70 Time 34 (‘uly 1, 1957). A. Ruppin suggests that 
Jews developed modern competitive attitudes in commerce before the industrial revolution 

as a result of their exclusion from medieval guilds, in an effort to survive commercially in 

this hostile environment. With the onset of the industrial revolution and the weakening of 
trade barriers, the relative economic position of Jews improved. Jews in the Modern World, 

p. 110 (1934). 
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mates in various specialties was made for the year 1946 for Jews and non- 
Jews for the cities of Brooklyn, Newark, Buffalo, and Hartford-Bridgeport. 
It was found that thirty-two per cent of the surgeons in Brooklyn were Jews, 
twenty-five percent in Newark, eight in Buffalo, and six in Hartford. Of the 
ten specialties considered for Brooklyn, the representation of Jews among the 
surgeons was lowest. For the other three cities, eleven specialties were con- 
sidered. For all three of these cities, the representation of Jews among special- 
ists was also lowest in surgery (453 Jewish specialists were considered in 
Brooklyn, the other three cities added 122). On the other hand, for the cate- 
gory neurology-psychiatry, the representation of Jews among the specialists 
practicing in this field ranked third for Brooklyn. For the other three cities, 
the rankings were one tie for fourth place, one first place and one fourth 
place.*® 

The distinction between psychiatry and surgery is a special case of the 
general distinction between surgical and non-surgical specialties. Hospital 
connections are far more important for the practice of surgical than non- 
surgical specialties. Therefore controls over the members of the medical pro- 
fession in surgical specialties are stronger. If, as it has been argued, price 
discrimination is stronger in the surgical specialties, then there should be a 
significant difference in the frequency of Jews in surgical and non-surgical 
specialties. Two independent studies provide evidence that is consistent with 
this implication. For the state of Pennsylvania, one observer found that the 
frequency of Jews in non-surgical specialties was forty-one percent larger than 
in surgical specialties. The probability of a sample of this size, 1,175, of which 
190 were Jews, being a random sample of a population characterized by an 
absence of a difference in the frequency of Jews in the surgical and non-surgi- 
cal specialties is less than one half of one percent.®*? For Brooklyn the fre- 
quency of Jews in the non-surgical specialties was thirty percent greater than 
for the surgical specialties. This difference could occur by chance with a 
probability of less than one percent if this were a random sample of a popula- 
tion that failed to exhibit this property. Similar results hold for a combina- 
tion of the other three cities.8* The hypothesis that there exists a difference 
between surgical and non-surgical specialties with respect to the admission of 


* Consult Shapiro, op. cit. supra note 82, at p. 125, table IV. 


* Weinberg, Jewish Diplomates in Pennsylvania, 4 Medical Leaves 159 (1942). The non- 
surgical specialties were dermatology and syphilology, pediatrics, psychiatry and neurology, 
internal medicine, radiology, pathology; the surgical specialties were orthopedic surgery, 
ophthalmology, otolaryngology, obstetrics and gynecology, surgery, and anesthesiology. 


*§ Shapiro, op. cit. supra note 82, at p. 125. One entry for all ophthalmologists in Brooklyn 
is missing and another entry for all radiologists in Hartford was obviously in error. There- 
fore Hartford radiologists and Brooklyn ophthalmologists, both Jewish and non-Jewish, 
were not represented in the foregoing calculations. Personal communication with the author 
of this article failed to elicit a clarifying response. 











0 THE JOURNAL OF LAW AND ECONOMICS 


wn 


Jews is consistent with the qualitative observation found in another report. 
This source observes that “fair play” exists in the admission of Jews to non- 
Jewish hospitals for training in the non-surgical specialties but net for train- 
ing in the surgical specialties. Apparently the Jews who do get into medical 
schools are “dumped” in the non-surgical specialties.9° 

Another piece of evidence consistent with the price cutting explanation of 
the discrimination against Jews in medicine is the drop in admissions of Jews 
to medical schools between 1933 and 1938. During that time, there was a de- 
crease in over-all admissions to medical schools of about five percent and a 
decrease in admission of Jewish students of about thirty percent.®' Between 
1928 and 1933, the prices of medica] services dropped sharply and the real 
income of doctors as a group decreased. The depression produced a reduction 
in the size of the pie available to the profession. This smaller pie was con- 
tended for quite vigorously by the existing members. The Jews as price cutters 
were probably relatively successful, and in the process the structure of dis- 
criminatory prices was jeopardized. As a result, the threat of Jews to the ag- 
gregate income of the profession was brought home in a very forceful way at 
this time. Therefore the sharp curtailment in admission of Jews to medical 
schools resulted in an effort to reduce the vulnerability of structured prices to 
destruction by competitive behavior.®” 

The evidence used to support the proposition that discrimination against 
certain minority groups results from the desire to maintain price discrimina- 

® Facilities of Jewish Hospitals for Specialized Training, 3 Jewish Social Studies 375, 378 
(1941). 


© These data are also consistent with at least two other hypotheses worth considering. 
One is that Jews simply lack the physical dexterity required for success in surgery. This 
seems to be inconsistent with the frequency of Jews in such fields as dentistry. Levinger, 
Jews in the Professions in Ohio, 2 Jewish Social Studies 401, 430, table XX XIII (1940). The 
other is that there exists no more discrimination against Jews in surgical specialties than 
non-surgical specialties but that there does exist at least an additional barrier that must be 
surmounted in order to get into the surgical specialties that is absent for the non-surgical 
specialties. No evidence of the existence of such a barrier has been detected. 

™ Goldberg, op. cit. supra note 82, at p. 332. Another distinguished member of the medical 
profession who has encountered the disapproval of his colleagues for unorthodox views, 
recognized the economic motivation for this policy and properly describes it as a trade union 
tactic. He also recognized the conflict of interest position of organized medicine resulting 
from its control over admissions to the profession. Cabot, op. cit. supra note 7, at p. 263. 

* A decrease in the frequency of Jews among medical students could occur for reasons 
other than an increase in the intensity of discrimination. However only an increase in the 
intensity of discrimination would (1) increase the frequency of Jews in schools of osteopa- 
thy, and (2) increase the frequency of Jews among all Americans studying abroad. Between 
1935 and 1946, the frequency of Jews in schools of osteopathy more than doubled (9.1 to 
20.3%). A Report of the President’s Commission on Higher Education, pt. II, pp. 38 ff. 
(1947). This report imputes to the blocking of opporiunitics in medicine the rise in the fre- 
quency of Jews in osteopathic schools. The President’s Commission concluded that a sub- 
stantial part of the responsibility for the discriminatory practices of medical schools be- 
longs to professional associations. 
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tion is also consistent with the implications of simple monopoly theory. If 
medicine is a monopoly, then it follows that the number of candidates that 
would like to win entry into the medical profession exceeds the number that in 
fact are permitted to enter. Therefore unless the number of openings in the 
profession are sold or auctioned off, a practice that has not been unknown in 
the American labor movement, non-price rationing is inevitable. This leaves 
those who have the job of rationing available openings the opportunity to in- 
dulge in their tastes for the kind of people that they would like to see in the 
profession without any effective constraints in the form of costs or positions 
that must be filled. Under these circumstances, as contrasted with the free 
entry characteristic of competitive markets, nepotism, discrimination against 
unpopular cultural groups such as Jews and Negroes, and discrimination 
against those who hold unpopular ideas such as communists, thrives.** There- 
fore discrimination against Jews and others in admission to medical schools 
can be rationalized as a manifestation of non-price rationing. Since the surgi- 
cal specialties are presumed to have more monopoly power than the non- 
surgical specialties, there is more non-price rationing in the former and as a 
result, more discrimination.®* The increase in the tempo of discrimination in 
the thirties can also be rationalized as a consequence of an increase in the 
extent of non-price rationing. The demand for medical services is probably 
highly income elastic and as a result of the depression and admission policies 
geared to a demand schedule for medical services that existed in the twenties, 
the monopoly returns in medicine declined during the early depression years. 
Therefore admissions were subsequently curtailed in order to redress the 
effects of too jiberal admission policies in the past. Consequently the extent 
of non-price rationing increased. 


CONCLUSION 

If different prices for the same service exist, then economic theory implies 
that there must also exist some means for enjoining producers of this service 
from acting in their own self interest and thereby establishing uniform prices. 
Observable phenomena abundantly support this implication. Available evi- 
dence suggests that the primary control instrument of organized medicine is 
the ability to cut off potential price cutters from the use of resources comple- 
mentary to doctors’ services for producing many classes of medical care. Hoy 


JW 

* On theoretical grounds, there is a sound basis for the belief that generally speaking, the 
A.F.L. craft unions have more monopoly power than the C.1.0. industrial unions. Wright, 
op. cit. supra note 1, pp. 207 ff. Observers of discrimination in the American labor move- 
ment find that Negroes are discriminated against more frequently by A.F.L. unions than by 
C.1.0. unions. H. E. Northrop Organized Labor and the Negro, ch. 1. (1944). 








“If it were found that the surgical specialties had no more monopoly power than the 
non-surgical specialties, this would be evidence against the simple monopoly hypothesis, but 
would be consistent with the discriminatory monopoly hypothesis. 
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ever, techniques other than the withdrawal of staff privileges in hospitals are 
also employed to maintain discipline in the medical profession. These include 
no-criticism rules, professional courtesy or the free treatment by doctors of 
other doctors and their families, prohibition of advertising that might reallo- 
cate market shares among producers, preventing doctors from testifying 
against one another in malpractice suits, and the selection of candidates for 
medical schools and post graduate training in the surgical specialties that have 
a relatively low probability of being price cutters. All of these sanctions can 
be rationalized as means for maintaining price discrimination. Therefore the 
use of these sanctions is consistent with the hypothesis that the medical pro- 
fession constitutes a discriminating monopoly. 

If being cut off from the use of a complementary agent of production, hos- 
pital services, is the chief means of disciplining the existing members of the 
medical profession, then there ought to be a difference in the price discipline 
maintained in the surgical and non-surgical specialties. Consequently there 
ought to be a significant difference between the surgical and the non-surgical 
specialties in the frequency of discriminatory pricing. There are no grounds 
for believing that there is any difference between the surgical and non-surgical 
specialties with respect to the effectiveness of the more subtle means of con- 
trol. Therefore as a result of the relatively weaker impact on the non-surgical 
specialties of the loss of hospital staff privileges, it should be possible to ob- 
serve that the non-surgical specialties have not only more price cutters in their 
midst but also are relatively freer in criticizing other members of the profes- 
sion, serving as expert witnesses, and violating professional courtesy. Similarly 
this analysis implies that before the turn of the century, price discrimination 
in medicine was less pervasive, doctors criticized each other more freely, were 
more willing to act as expert witnesses against one another, did not as readily 
provide free medical care to other members of the profession, and did not 
discriminate against potential price cutters in admission to medical training.®> 

The economic interest of the medical profession in maintaining price dis- 
crimination has led to opposition directed against new techniques for market- 
ing medical services that offer promise of utilizing the existing stock of physi- 
cians more efficiently than heretofore. Consequently the opposition by organ- 


Fee splitting, according to the hypothesis presented in this paper, should have been 
more prevalent at this time. Splitting fees makes for freer entry into the surgical care 
market. Newcomers can offer large rebates to referring physicians and thereby win patients 
away from established surgeons. There seems to be evidence that fee splitting was prevalent 
in medicine around the turn of the century and it was indeed employed by newcomers as 
a means for winning entry into the surgical care market. Rongy, Half a Century of Jewish 
Medical Activities in New York City, 1 Medical Leaves 151, 158 (1937). This implies that 
the older, more established surgeons oppose fee splitting. This is consistent with the evi- 
dence. Williams, A. C. S. Closes In On Fee Splitters, 31 Medical Economics 161 (1954). 

Berger, op. cit. supra note 17, at p 141 contends that surgeons object to fee splitting for 
economic reasons. 
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ized medicine to prepaid service type medical! plans probably has resulted in 
higher economic costs of medical care for the community than would other- 
wise have been the case. Similarly the incompatibility of the indemnity prin- 
ciple of insurance and the “what the traffic will bear” principle of pricing 
medical services has inhibited the development of major, medical catastrophe 
insurance in this country and consequently has limited the ability of indi- 
viduals to insure themselves against these risks. Insofar as freer criticism by 
the members of the medical profession of one another before the public is of 
value to consumers in helping them distinguish between better and poorer 
practitioners and in raising standards within the profession, the public has 
obtained a lower quality of medical service than would otherwise have been 
obtainable at existing costs. And insofar as being a potential price cutter 
weeds out candidates from medical schools and post graduate training in the 
surgical specialties who were better potential doctors than those accepted, then 
the quality of the medical services that could have been achieved at existing 
costs was reduced. 

Economic theory implies that prepaid medical service plans imperil the 
existence of price discrimination. Consequently theory also implies that in 
geographical areas where such plans exist, price discrimination ought to be 
relatively less prevalent. In California, the Kaiser Plan has captured a sub- 
stantial fraction of the medical care market and is the largest single producer 
in the state. In an effort to meet this competition, service-type plans have been 
offered by orthodox members of the medical profession that are non-discrimi- 
natory with respect to income. Competition has had the effect of reducing the 
extent of discriminatory pricing in the area. This has been true in a number 
of counties in California where the Kaiser Plan is particularly strong.®* There- 
fore both economic theory and empirical evidence suggest that if there were 
more competition among doctors in the sale of medical services, i.e., if doctors 
were individually freer to pursue their self-interest, there would be less dis- 
crimination in the pricing of medical services. 

*® Oakley, They Met the Challenge of Panel Medicine, 32 Medical Economics 122 (Feb. 
1955) ; Olds, Usual Fee Plan Put to Test, 31 Medical Economics 131, but especially p. 206 


(July, 1954) ; Andrews, How They’re Fighting the Kaiser Plan, 31 Medical Economics, 126 
(Sept. 1954). 
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‘in theory of the economies of scale is the theory of the relationship be- 
tween the scale of use of a properly chosen combination of all productive 
services and the rate of output of the enterprise. In its broadest formulation 
this theory is a crucial element of the economic theory of social organization, 
for it underlies every question of market organization and the role (and locus) 
of governmental control over economic life. Let one ask himself how an 
economy would be organized if every economic activity were prohibitively 
inefficient upon alternately a small scale and a large scale, and the answer 
will convince him that here lies a basic element of the theory of economic 
organization. 

The theory has limped along for a century, collecting large pieces of good 
reasoning and small chunks of empirical evidence but never achieving scien- 
tific prosperity. A large cause of its poverty is that the central concept of the 
theory—the firm of optimum size—has eluded confident measurement. We 
enying Lincoln, for all economists have been 
m size of firm in almost every industry all of the time, 


have been danger 





ignorant of the optim 
and this ignorance has been an insurmountable barrier between us and the 
understanding of the forces which govern optimum size. It is almost as if one 
were trying to measure the nutritive values of goods without knowing whether 
the consumers who ate them continued to live. 

The central thesis of this paper is that the determination of the optimum 
size is not difficult if one formalizes the logic that sensible men have always 
employed to judge efficient size. This technique, which I am old-fashioned 

t the optimum size in terms of 


1 al — ase me : rat 
enough to call the survivor technique, reveals 








finds itself. After discussing the technique, we turn to the question of how 
2 1 


the forces governing optimum size may be isolated. 


I. THe Survivor PRINCIPLE 


The optimum size (or range of sizes) of enterprises in an industry is now 
ascertained empirically by one of three methods. The first is that of direct 
comparison of actual costs of firms of different sizes; the second is the com- 


* This paper was prepared at the National Bureau of Economic Research. I must thank 
Nestor Terleckyj for performin isti 
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parison of rates of return on investment; and the third is the calculation of 
probable costs of enterprises of different sizes in the light of technological in- 
formation. All three methods are practically objectionable in demanding data 
which are usually unobtainable and seldom up-to-date. But this cannot be the 
root of their difficulties, for there is up-to-date information on many economic 
concepts which are complex and even basically incapable of precise measure- 
ment (such as income). The plain fact is that we have not demanded the data 
because we have been unable to specify what we wanted. 

The comparisons of both actual costs and rates of return are strongly in- 
fluenced by the valuations which are put on productive services, so that an 
enterprise which over- or undervalues important productive services, will 
under- or overstate its efficiency. Historical cost valuations of resources, 
which are most commonly available, are in principle irrelevant under changed 
conditions. Valuations based upon expected earnings yield no information on 
the efficiency of an enterprise—in the limiting case where all resources are so 
valued, all firms would be of equal efficiency judged by either average costs or 
rates of return. The ascertainment on any scale of the maximum value of 
each resource in alternative uses is a task which only the unsophisticated 
would assume and only the omniscient would discharge. The host of valuation 
problems are accentuated by the variable role of the capital markets in effect- 
ing revaluations and the variable attitudes of the accountants toward the 
revaluations." 

The technological studies of costs of different sizes of plant encounter 
equally formidable obstacles. These studies are compounded of some fairly 
precise (although not necessarily very relevant) technical information and 
som: crude guesses on nontechnological aspects such as marketing costs, trans- 
portation rate changes, labor relations, etc.—that is, much of the problem is 
solved only in the unhappy sense of being delegated to a technologist. Even 
ideal results, moreover, do not tell us the optimum size of firm in industry A 
in 1958, but rather the optimum size of new plants in the industry, on the 
assumption that the industry starts de novo or that only a small increment of 
investment is being made. 

The survivor technique avoids both the problems of valuation of resources 
and the hypothetical nature of the technological studies. Its fundamental 
postulate is that the competition of different sizes of firms sifts out the more 
efficient enterprises. In the words of Mill, who long ago proposed the tech- 
nique: 

Whether or not the advantages obtained by operating on a large-scale preponderate 
in any particular case over the more watchful attention, and greater regard to minor 
gains and losses usually found in small establishments, can be ascertained, in a state 


* These problems are discussed by Milton Friedman in Business Concentration and Price 
Policy, pp. 230 ff. (1955). 
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of free competition, by an unfailing test. . . . Wherever there are large and small 
establishments in the same business, that one of the two which in existing circum- 
stances carries on the production at the greater advantage will be able to undersell 
the other.” 


Mill was wrong only in suggesting that the technique was inapplicable under 
oligopoly, for even under oligopoly the drive of maximum profits will lead to 
the disappearance of relatively inefficient sizes of firms. 

The survivor technique proceeds to solve the problem of determining the 
optimum firm size as follows: Classify the firms in an industry by size, and 
calculate the share of industry output coming from each class over time. If 
the share of a given class falls, it is relatively inefficient, and in general is more 
inefficient the more rapidly the share falls. 

An efficient size of firm, on this argument, is one that meets any and all 
problems the entrepreneur actually faces: strained labor relations, rapid inno- 
vation, government regulation, unstable foreign markets, and what not. This 
is, of course, the decisive meaning of efficiency from the viewpoint of the 
enterprise. Of course, social efficiency may be a very different thing: the most 
efficient firm size may arise from possession of monopoly power, undesirable 
labor practices, discriminatory legislation, etc. The survivor technique is not 
directly applicable to the determination of the socially optimum size of enter- 
prise, and we do not enter into this question. The socially optimum firm is 
fundamentally an ethical concept, and we question neither its importance nor 
its elusiveness. 

Not only is the survivor technique more direct and simpler than the alter- 
native techniques for the determination of the optimum size of firm, it is also 
more authoritative. Suppose that the cost, rate of return, and technological 
studies all find that in a given industry the optimum size of firm is one which 
produces 500 to 600 units per day, and that costs per unit are much higher if 
one goes far outside this range. Suppose also that most of the firms in the 
industry are three times as large, and that those firms which are in the 500 to 
600 unit class are rapidly failing or growing to a larger size. Would we believe 
that the optimum size was 500 to 600 units? Clearly not: an optimum size 
that cannot survive in rivalry with other sizes is a contradiction, and some 
error, we would all say, has been made in the traditional studies. Implicitly 
all judgments on economies of scale have always been based directly upon, or 
at least verified by recourse to, the experience of survivorship. 

This is not to say that the findings of the survivor technique are unequivo- 


? Principles of Political Economy, p. 134 (Ashley ed.). Marshall states the same argument 
in Darwinian language: “For as a general rule the law of substitution—which is nothing more 
than a special and limited application of the law of survival of the fittest—tends to make 
one method of industrial organization supplant another when it offers a direct and imme- 
diate service at a lower price.” Principles of Economics, p. 597 (8th ed., 1920). 








THE ECONOMIES OF SCALE 5? 


cal. Entrepreneurs may make mistakes in their choice of firm size, and we 
must seek to eliminate the effects of such errors either by invoking large num- 
bers of firms so errors tend to cancel or by utilizing time periods such that 
errors are revealed and corrected. Or the optimum size may be changing be- 
cause of changes in factor prices or technology, so that perhaps the optimum 
size rises in one period and falls in another. This problem too calls for a close 
examination of the time periods which should be employed. We face these 
problems in our statistical work below. 

We must also recognize that a single optimum size of firm will exist in an 
industry only if all firms have (access to) identical resources. Since various 
firms employ different kinds or qualities of resources, there will tend to 
develop a frequency distribution of optimum firm sizes. The survivor tech- 
nique may allow us to estimate this distribution; in the application below we 
restrict ourselves to the range of optimum sizes. 

The measure of the optimum size is only a first step toward the construc- 
tion of a theory of economies of scale with substantive content, but it is the 
indispensable first step. We turn in later sections of this paper to the examina- 
tion of the methods by which hypotheses concerning the determinants of opti- 
mum size may be tested. 


II. ILLUSTRATIVE SURVIVORSHIP MEASURES 


The survivor principle is very general in scope and very flexible in applica- 
tion, and these advantages can best be brought out by making concrete appli- 
cations of the principle to individual industries. These applications will also 
serve to display a number of problems of data and interpretation which are 
encountered in the use of the survivor technique. We begin with the American 
steel industry. 

In order that survivorship of firms of a given size be evidence of compara- 
tive efficiency, these firms must compete with firms of other sizes—all of the 
firms must sell in a common market. We have therefore restricted the analysis 
to firms making steel ingots by open-hearth or Bessemer processes.* Size has 
perforce been measured by capacity, for production is not reported by indi- 
vidual companies, and capacity is expressed as a percentage of the industry 
total to eliminate the influence of the secular growth of industry and company 
size.* The geographical extent of the market is especially difficult to determine 
in steel, for the shifting geographical pattern of consumption has created a 
linkage between the various regional markets. We treat the market as national, 


* Crucible steel, which is made by smaller companies on average, is viewed as a separate, 
but closely related, industry. 


* Capacity is least objectionable as a measure of firm size in an industry where production 
is continuous round the clock and the upward trend of output confers relevance on capacity. 
Both steel and our later example of petroleum refining meet these conditions. 
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which exaggerates its extent, but probably does less violence to the facts than 
a sharp regional classification of firms. The basic data are given in Table 1. 

Over two decades covered by Table 1 (and, for that matter, over the last 
half century) there has been a persistent and fairly rapid decline in the share 
of the industry’s capacity in firms with less than half a per cent of the total, 
so that we may infer that this size of firm is subject to substantial diseconomies 
of scale.® The firms with one-half to two-and-one-half per cent of industry 
capacity showed a moderate decline, and hence were subject to smaller dise- 
conomies of scale. The one firm with more than one-fourth of industry ca- 
pacity declined moderately, so it too had diseconomies of scale. The inter- 


TABLE 1 


DISTRIBUTION OF OUTPUT OF STEEL INGOT CAPACITY 
BY RELATIVE SIZE OF COMPANY 








Con 1 Siz 
Per Cent of 
Industry Total) 1930 1938 1951 
1. Per Cent of Industry Capacity 
Under 7.16 6.11 4.65 
¥to 1 5.94 5.08 5.37 
1 to 23. 13.17 8.30 9.07 
2} to 5. 10.64 16.59 22.21 
5 to 10 11.18 14.03 8.12 
10 to 25. 13.24 13.99 16.10 
5 and over 38.67 5.91 34.50 
2. Number of Companies 

Under 3 39 29 22 

$ to 1 9 7 7 

1 to 23 9 6 6 

23 to 5 3 4 5 

5 to 10. 2 2 1 

10 to 25.. 1 1 1 

25 and over i 1 1 
rces: Directory of Iron and Steel Works of the United States 


and Canada, 1930, 1938; Iron Age, January 3, 195 


vening sizes, from two-and-one-half to twenty-five per cent of industry ca- 
pacity, grew or held their share so they constituted the range of optimum size. 

The more rapid the rate at which a firm loses its share of the industry’s 
output (or, here, capacity), the higher is its private cost of production relative 
to the cost of production of firms of the most efficient size. This interpretation 
should not be reversed, however, to infer that the size class whose share is 

® In 1930 the firm with one-half per cent of the industry capacity had a capacity of 364,000 
net tons; in 1951, 485,000 net tons. Of course, we could have employed absolute firm size 
classes, but they are less appropriate to many uses. 

® How shall we assess the efficiency of a size of firm which merely holds its share of indus- 
try output or capacity? Although more subtle interpretations are possible, it seems simplest 
to view this size class as one whose trend of industry share is imperfectly estimated from the 
data, and that with fuller data (i.e., for more firms or a longer period), all firm sizes would 
display rising or falling industry shares. 
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growing more rapidly is more efficient than other classes whose shares are 
growing more slowly; the difference can merely represent differences in the 
quantities of various qualities of resources.’ In the light of these considera- 
tions we translate the data of Table 1 into a long run average cost curve for 
the production of steel ingots and display this curve in Figure 1. Over a wide 
range of outputs there is no evidence of net economies or diseconomies of 
scale. 

Although the survivor test yields an estimate of the shape of the long run 
cost curve, it does not allow an estimate of how much higher than the mini- 
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mum are the costs of the firm sizes whose shares of industry output are de- 
clining. Costs are higher the more rapid the rate at which the firm size loses 
its share of industry output, but the rate at which a firm size loses a share of 
industry output will also vary with numerous other factors. This rate of loss of 
output will be larger, the less durable and specialized the productive resources 
of the firm, for then exit from the industry is easier. The rate of loss will also 
be larger, the more nearly perfect the capital and labor markets, so that re- 

"For example, one firm size within the optimum range may utilize superior salesmen 
another firm size inferior salesmen (at suitably lower rates of pay), and the relative num- 


bers of the two types will influence the relative growth in the industry shares of the two 
sizes. 
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sources can be obtained to grow quickly to more efficient size. The rate of loss 
will be smaller, given the degree of inefficiency, the more profitable the in- 
dustry is, for then the rate of return of all sizes of firms is larger relative to 
other industries. 

By a simple extension of this argument, we may also estimate the most 
efficient size of plant in the steel ingot industry during the same period (‘Table 
2). We again find that the smallest plants have a tendency to decline relative 
to the industry, and indeed this is implied by the company data. There is no 
systematic tendency toward decline in shares held by plants between ? per 


TABLE 2 
DISTRIBUTION OF OUTPUT OF STEEL INGOT CAPACITY 
Plant Size 
(Per Cent of 
Industry Total) 1930 1938 1951 
1. Per Cent of Industry Capacity 
_ ) Re eae 3.74 3.81 3.25 
RS ors ais iacarkee aia 6.39 5.81 7.20 
Rey a . 6.39 4.18 3.82 
tol... 9.42 12.29 10.93 
ee 21.78 15.56 20.67 
12 to 23 13.13 16.73 17.01 
24 to 33 23.49 17.18 8.10 
33 to 5 pre 8.82 12.07 12.46 
5 to 10 6.82 12.37 16.56 
2. Number of Plants 
Under } 40 29 23 
Sere 20 16 18 
(aa eee 11 7 6 
|) See 11 14 12 
i) eee 18 13 15 
13 to 23 6 8 8 
23 to 3} 8 6 3 
32 to 5 2 3 3 
Lf Se eee ane 1 2 3 


Source: Same as Table 1. 


cent and 10 per cent of the industry size. We may therefore infer that the 
tendency of very small plants and companies to decline relative to the in- 
dustry is due to the diseconomy of a small plant, and the tendency of the 
largest company (U.S. Steel) to decline has been due to diseconomies of 
multi-plant operation beyond a certain scale. 

An equally important and interesting industry, passenger automobiles, un- 
covers different problems. Here we can use production data instead of capacity, 
and have no compunctions in treating the market as national in scope. The 
basic data for the individual firms are given in Table 3. 

A striking feature of the automobile industry is the small number of firms, 
and this poses a statistical problem we have glossed over in our discussion of 
steel: what confidence can be attached to changes in the share of industry 
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output coming from a firm size when that size contains very few firms? For 
the automobile industry (unlike steel) we possess annual data, and can there- 
fore take into account the steadiness of direction or magnitude of changes in 
shares of various firm sizes, and to this extent increase our confidence in the 
estimates. We may also extend the period which is surveyed, although at the 
risk of combining periods with different sizes of optimum firms. Aside from 
recourse to related data (the survivorship pattern of the industry in other 
countries, for example), there is no other method of reducing the uncertainty 
of findings for small number industries. 

The survivorship record in automobiles (summarized in Table 4) is more 
complicated than that for steel. In the immediate pre-war years there was 


TABLE 3 


PERCENTAGES OF PASSENGER AUTOMOBILES PRODUCED IN UNITED STATES 
BY VARIOUS COMPANIES, 1936-41 AND 1946-55 


Willys 
General Chrys- Over- Stude- 

Year Motors ler Ford Hudson Nash Kaiser land Packard baker Other 
1936..... 42.9 23.6 22.6 $3.3 1.5 0.7 2:2 2.4 0.8 
eS ss as 40.9 24.2 22.6 y & | r Py 2.0 2.8 2.1 0.5 
1938..... 43.9 23.8 22.3 2.5 1.6 0.8 2.5 2.3 0.3 
1939..... 43.0 22.7 21.8 2.8 2.3 0.9 2.6 a7 0.3 
ee... ... 45.9 25.1 19.0 2.3 ‘7 0.7 a 3.1 0.1 
Sa 48.2 23.3 18.3 a4 ey | gba 0.8 1.8 3.2 0.1 
1946..... 38.4 25.0 21.2 4.2 4.6 0.6 0.3 1.9 3.6 0.2 
ee 40.4 21.7 21.3 2.8 3.2 4.1 0.9 1.6 3.5 0.5 
_.. ee 40. 21.2 19.1 3.6 3.1 4.6 0.8 2.3 4.2 0.7 
1949..... 43.0 21.9 21.0 2.8 2.8 a 0.6 2.0 4.5 0.2 
19990. .... 45.7 18.0 23.3 2.1 2.8 2:2 0.6 1.1 4.0 0.1 
ee 42.2 23.1 21.8 1.8 3.0 1.9 0.5 1.4 4.2 0.1 
ee...» Gee 22.0 23.2 1.8 3.35 Be g.5 1.4 Ee 
eee 20.3 25.2 $.2 ye 1.0 2 3.0 
ee 52.2 3.3 30.6 17 0.3 0.5 1.6 
ee 50.2 17.2 28.2 2.0 0.1 


Source: Hird’s Automotive Yearbook 1951, 1955, 1956. 


already a tendency for the largest company to produce a rising share and for 
the 24 to 5 per cent class to produce a sharply declining share; the smallest 
and next to largest sizes showed no clear tendency. In a longer span of time, 
however, the smallest companies reveal a fairly consistently declining share.® 
In the immediate pc twar period, the 24 to 5 per cent size class was strongly 
favored by the larger companies’ need to practice price control in a sensitive 
political atmosphere, and the same phenomenon reappeared less strongly in 
the first two years after the outbreak of Korean hostilities. From this record 
we would infer that there have been diseconomies of large size, at least for the 
largest size of firm, in inflationary periods with private or public price control, 
but substantial economies of large scale at other times. The long run average 


*See Federal Trade Commission, Report on Motor Vehicle Industry, p. 29 (1939). 
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vost curve is saucer-shaped in inflationary times, but shows no tendency to 
rise at the largest outputs in other times. 

The automobile example suggests the method by which we determine 
whether changing technology, factor prices, or consumer demands lead to a 
change in the optimum firm size. We infer an underlying stability in the 
optimum size in those periods in which the survivorship trends are stable. 
Indeed it is hard to conceive of an alternative test; one can judge the eco- 
nomic importance, in contrast to technological originality, of an innovation 
only by the impact it has upon the size distribution of firms. 

Before we leave these applications of the survivorship technique we should 
indicate its flexibility in dealing with other problems which seem inappropriate 


rABLE 4 


PERCENTAGE OF PASSENGER AUTOMOBILES PRODUCED BY 
VARIOUS COMPANY-SIZES 


Company S1zx Neuer o 
(as I ( or Inpusrey) ComMPANI! 
Y 35% 10-35 23-5% Under 23% 24-5% Under 24% 

1936 42.9 46.2 3.3 7.6 1 + as 
1937 40.9 46.8 5.5 6.8 2 4" 
1938. 43.9 46.1 5.0 5.0 2 4* 
1939 43.0 44 9.1 3.5 3 4* 
1940 45.9 44.1 3.3 6.9 1 6* 
194 48.4 41.6 3.2 | 8 1 5 
1946 38.4 46.2 12.4 3.0 3 4 
1947. 40.4 43.0 13.6 3.0 4 3 
1948 40.1 40.3 18.0 i 5 2 
1949 13.0 42.9 10.0 4.0 3 4 
1950. 15.7 41.3 6.8 6.1 2 5 
1951. 42.2 44.9 aun 5.7 2 5 
1952.. 41.5 45.2 7.2 6.1 2 5 
1953... 15.6 45.5 3.0 5.8 1 4 
1954 52.2 43.7 0 4.1 0 + 
1955. 0.2 45.4 0 4.4 0 K | 

Source: Table 3. 

* Or more 


to our particular examples. For example, a Marshallian may object that firms 
must begin small and grow to optimum size through time, so that the size 
structure of the industry in a given period will reflect this historical life pat- 
tern as well as the optimum size influences. In an industry such as retail trade 
this interpretation would be quite plausible. It can be met by studying the 
survivor experience of firm sizes in the light of the age or rate of growth of 
the firms. Again, one may argue that firms of difierent sizes have different 
comparative advantages at different stages of the business cycle. Such a hy- 


pothesis could be dealt with by comparing average survivorship patterns in 
given cycle stages with those calculated for full cycles. 

Let us now turn to the methods by which one may test hypotheses on the 
determinants of optimum size. 
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III. Iyter-INpustry ANALYSES OF THE DETERMINANTS 
oF OPTIMUM SIZE 


Once the optimum firm size has been ascertained for a variety of industries, 
the relationship between size and other variables can be explored. This is in 
fact the customary procedure for economists to employ, and the present in- 
vestigation differs, aside from the method of determining optimum size, only 
in being more systematic than most such investigations. For example, numer- 
ous economists have asserted that advertising is a force making for large firms, 
and they usually illustrate this relationship by the cigarette industry. Will the 
relationship still hold when it is tested against a list of industries which has 
not been chosen to illustrate it? This is essentially the type of inquiry we 
make here. 

Although the survivor method makes lesser demands of data than other 
methods to determine optimum firm size, it has equally exacting requirements 
of information on any other variable whose influence is to be studied. In the 
subsequent investigation of some 48 (‘‘three-digit”) manufacturing industries, 
whose optimum firm size is calculated from data in Statistics of Income, we 
have therefore been compelled to exclude some variables for lack of data and 
to measure others in a most imperfect manner. The industries we study, and 
the measures we contrive, are given in Table 5; we describe their derivation 
below. 

1. Size of firm.—The optimum size of firm in each industry is determined 
by comparing the percentage of the industry’s assets possessed by firms in 
each asset class in 1948 and 1951.° Those classes in which the share of the 
industry’s assets was stable or rising were identified, and the average assets 
of the firms within these sizes was calculated.’ The range of optimum sizes 
is also given in Table 5. An industry was excluded if it had a very large non- 
corporate sector (for which we could not measure firm size) or gave strong 
evidence of heterogeneity by having two widely separated optimum sizes (as, 
for example, in “aircraft and parts”). 

2. Advertising expenditures ——We have already remarked that extensive ad- 
vertising is often mentioned as an explanation for the growth of large firms, 
especially in consumer goods industries such as cigarettes, liquor, and cos- 
metics. The argument supporting this view can take one of three directions. 
First, national advertising may be viewed as more efficient than local adver- 
tising, in terms of sales per dollar of advertising at a given price. Second, 

’These particular dates were dictated by the data; there were large changes in industry 
classification in 1948, and no minor industry data were tabulated for 1952. A better, but 
more laborious, determination of optimum size could have been made if the data for inter- 
vening years were utilized. 


* A rough allowance for sampling fluctuations was made by comparing three-asset class 
moving averages. 
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long continued advertising may have a cumulative impact. Finally, and closely 
related to the preceding point, the joint advertising of a series of related 
products may be more efficient than advertising them individually. We meas- 
ure the variable by the ratio of advertising expenditures to sales, both taken 
from Statistics of Income. 

3. Technology and research—A host of explanations of firm size are re- 
lated to technological characteristics and research. Complicated production 
processes may require large companies, or at least large plants. The economies 
of research are held to be substantial; the outcome of individual projects is 
uncertain, so small programs are more risky; a balanced research team may 
be fairly large; and much capital may be required to bring a new process to 
a commercial stage and to wait for a return upon the outlay. 

At present there is no direct measure available for either the importance of 
research or the intricacy of technology.’ We use an index, chemists and engi- 
neers as a ratio to all employees, that may reflect both influences, but prob- 
ably very imperfectly. When it becomes possible to make a division of these 
personnel between research and routine operation, a division which would be 
very valuable for other purposes also, the interpretation of an index of tech- 
nical personnel will be less ambiguous. 


4. Plant size ——Plant size normally sets a minimum to company size, and 
therefore exerts an obvious influence on the differences among industries in 
company size. We are compelled to resort to a measure of plant size—value 
added per establishment in 1947—which is not directly comparable to com- 
pany size because the 1947 Census of Manufactures did not report corporate 
establishments at the requisite level of detail.!* 

Preliminary analysis revealed that there is no significant relationship be- 
tween firm size and advertising expenditures, so this variable was omitted 
from the statistical calculations. The average ratio of advertising expenditures | 
to sales was 1.97 per cent in consumer goods industries and 0.57 per cent in 
producer goods industries, but in neither group was there a significant rela- 
tionship between the ratio and firm size.* 

A regression analysis confirms the impression one gets from Table 5 that 
the other variables we examine are positively related to optimum firm size: 


X;, = —5.092 + 34.6 X» + 42.7 Xz, 
(10.8) (12.2) 


"In earlier experiments with two-digit manufacturing industries, capital-sales ratios were 
found to be uncorrelated with optimum firm size. 

? But even if plants were measured by assets there would be some incomparability arising 
out of the fact that many large firms operate in many industries but are classified according 
to their dominant activity. 


® The respective rank correlation coefficients were — .187 and — .059. 
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where X, is firm size, in millions of dollars of assets, 
X>_ is plant size, in millions of dollars of value added, 
X3 is engineers and chemists per 100 employees. 

The standard errors of the regression coefficients are given below the co- 
efficients.14 

An examination of Table 5 suggests that the correlation would be higher if 
the data were somewhat more precise. The size of plant is unduly low in motor 
hicles, because of the inclusion of suppliers of parts. Moreover the plant 
sizes have not been estimated by the survivor technique. Technological per- 
sonnel are exaggerated in nonferrous foundries because we are compelled to 
use the ratio for a broader class, and the same is true of concrete products. 
The relatively small size of company in footwear, as compare to plant size, is 
at least partially due to the fact that the machinery was usually leased, and 
hence not included in assets. Industries which are “out of line” have not beex 
omitted, however, for similar considerations may have caused other industries 
to be “in line.” Yet the general impression is that the correlation would rise 
substantially with improved measurements of the variables. 

The range of optimum sizes is generally wide, although the width is exag- 
gerated, and our measurements impaired, because the largest asset class (over 
$100 million) embraces numerous firms of very differen 


Us 


it sizes—growth and 
inflation are ovtmoding the size classes used in Siatistics of Income. In ten 
industries only this largest size has had a rising share of industry assets, and 
in another nine industries it is included in the range of sizes with rising shares. 
When the upper limit of optimum sizes is known, the range of optimum sizes 
is typically three or four times the average size of the firms in these sizes. 

The results of this exploratory inter-industry study are at least suggestive— 
not only in their specific content but also in pointing out a line of attack on 
the economies of scale that escapes that confession of failure, the case method. 
The chief qualifications that attach to the findings are due to the imperfec- 
tions of the data: the industry categories are rather wide; and the measure of 
technical personnel is seriously ambiguous. At least one finding—a wide range 
of optimum firm sizes in each industry—is so general as to deserve to be 
taken as the standard model in the theory of production. 








IV. IntrA-INpUSTRY ANALYSIS OF THE DETERMINANTS OF OPTIMUM SIZE 
One may also examine the varying fates of individual firms within an in- 
dustry in the search for explanations of optimum size. If, for example, firms 


ie correlation coefficients are: 
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moving to optimum size were vertically integrated and those moving to or 
remaining in nonoptimum size were not so integrated, we could infer that ver- 
tical integration was a requisite of the optimum firm in the industry. This 
approach has the advantage over the inter-industry approach of not requiring 
the assumption that a determinant such as advertising or integration works 
similarly in all industries. 


TABLE 6 
DISTRIBUTION OF PETROLEUM REFINING CAPACITY 
BY RELATIVE SIZE OF COMPANY 


Company Size 
(Per Cent of 
Industry Capacity) 194 1950 1954 


1. Per Ceat of Industry Capaci 


Under 0.1... 5.30 4.57 3.89 
0.1000.2..... 4.86 3.30 3.00 
O.2 0@.4..:... 2.67 2.16 2.74 
0.3 to0.4... 2.95 2.92 1.65 
0.4 to 0.5 2.20 0 .89 
0.5 to 0.75.. 3.04 4.66 5.05 
i Se 94 0 1.58 
1.0to2.5... 11.70 12.17 10.53 
(| a ee : 9.57 16.70 14.26 
SS ree 45.11 2.15 45.69 
Seen 80. ..+ . 11.65 11.06 10.72 
2. Number of Companies 
Under 0.1....... . 130 108 92 
7) 3» SAS 34 24 22 
oS } Seer 11 9 11 
0.3to 0.4... 8 8 5 
0.4to 0.5.. 5 0 2 
i 8 Se 5 8 8 
0.75 to 1.00 1 0 2 
1.0to 2.5 6 7 6 
2.5to 5.0 3 5 5 
a. te 88.8. . «2.5 7 6 7 
10.0 to 15.0 . 1 1 1 
NES os sao eee 211 176 161 
Source: Bureau of Mines, Petroleum Refineries, including Cracking 
Plants in the United States, January 1, 1947, January 1, 1950, January 


1, 1954, Information Circulars 7455 (March 1948), 7578 (August 1959), 
and 7963 (July 1954). 


The intra-industry analysis, however, has a heavy disadvantage; it can be 
applied only to those variables for which we can obtain information on each 
firm and in industries with numerous firms hardly any interesting variables 
survive this requirement. Because we could examine so few influences, and 
because the results were so consistently negative, we shall be very brief in 
describing our results in the industry—petroleum refining—in which this ap- 
proach was tried. 

The basic survivor experience for companies and plants in petroleum re- 
fining is given in Tables 6 and 7, for the postwar period 1947-1954. In each 
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case only operating plants are included, and asphalt plants and companies 
are excluded. Capacities are measured in terms of crude oil; as in the case of 
steel plants, actual outputs cannot be obtained for all companies.1® 

There is a family resemblance between the data for petroleum and steel 
companies: in each case there has been a substantial reduction in the share 
of the largest company. In the petroleum refining industry, the size range 
from 4 of one per cent to 10 per cent has contained all the size classes which 
have stable or rising shares of industry capacity. 


TABLE 7 


DISTRIBUTION OF PETROLEUM REFINING CAPACITY 
BY RELATIVE SIZE OF PLANT 
Plant Size 1947 1950 1954 


1. Per Cent of Industry Capacity 


eee 8.22 7.39 6.06 
Sh) » Saaaeeeee 9.06 7.60 7.13 
Sg eee 6.86 4.95 3.95 
i ferret 4.99 7.28 
kL 2 ee 6.56 4.06 
S71 2. Ree 9.95 10.47 11.82 
4 4 See ee 5.35 7.07 8.33 
3 9% ree 12.11 10.36 13.38 
YS) O. Se eee 17.39 23.64 22.45 
ee TE 21.08 16.96 15.54 
2. Number of Plants 
dd § See 184 158 138 
|) | ae 64 53 51 
| > See 27 19 16 
=f.) % 2 . 14 21 
ei 2 Sere 10 15 9 
OF OC. Fe. .cccciccn Be 16 19 
3 tk See 6 8 10 
eo 2 10 8 11 
i > 8 See 12 12 
2.5 to 4.0... BP 7 5 5 
WR cccnncap cea 349 308 292 


Source: Same as Table 6. 


The plant survivor data suggest that the disappearance of the smaller com- 
panies has been due to the relative inefficiency of the smaller plants, for all 
plant size classes with less than one-half of one per cent of the industry’s 
capacity have also declined substantially. The sizes between one-half of one 
per cent and 2.5 per cent of industry capacity have all grown relatively, and 
the top plant size has declined moderately, so that the growth of company 
sizes beyond 2.5 per cent of industry capacity has presumably been due to the 
economies of multiple plant operation. 


* One per cent of industry capacity was 52,508 barrels per day in 1947, and 76,811 barrels 
in 1954. Tentative calculations for regional markets indicate that the results are not greatly 
affected by using a national base. 
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It has been claimed that backward integration into crude oil pipe lines was 
necessary to successful operation of a petroleum refinery. We tabulate some 
of the material bearing on this hypothesis in Table 8. There does not appear 
to be any large difference between the changes in market shares of firms with 
and without pipe lines. Since all firms with more than 0.75 per cent of industry 
refining capacity have some pipe lines, a comparison (not reproduced here) 
was made between changes in their market shares and crude pipe line mileage 
per 1,000 barrels of daily refining capacity. There was no relationship between 
the two variables.’® 

The intra-industry analysis has its chief role, one may conjecture, in pro- 
viding a systematic framework for the analysis of the data commonly em- 


TABLE 8 


INDUSTRY SHARES OF PETROLEUM REFINING COMPANIES WITH 


AND WITHOUT CRUDE PIPE LINES IN 1950 





Co I 
(Ai ) al, 
1950 » 1954 Compantes wita Pree Lint CoMPANIES WITHOUT Pirr Li 
I { N ber Share Share Number Share S , 
Capacity) 1950 1947 1954 1950 1947 1954 
| 0.1 a 1.40 1.12 60 2.87 2.18 
0.ito 0.2. 17 2.19 2.50 5 0.77 0.77 
0O.2¢t 0.3 6 1.48 1.63 2 0.34 0.50 
0.3to 0.4 5 1.90 1.63 0 , 
0.4to 0.5 1 0.40 0.55 2 0.54 
0.5to 0.75 7 3.59 . a 1 0.38 
0.75 to 1.0 0 . ‘ : 0 
1.0¢t Boel 7 11.54 13.10 0 
2.5to 5.0 ! 11.11 11.69 0 
5.0 to 10.0 7 $5.11 15.69 0 
10.0 to 15.4 1 11.65 10.72 0 
Not in e all 
WONG cc smeieeses 16 2.30 0.05 79 2.43 1.33 
NOs kre hn eae 96 92.67 93 .40 149 7.33 6.60 


ployed in industry studies. A complete analysis of the plausible determinants 
of firm size requires such extensive information on the individual firms in the 
industry as to make this an unattractive method of attack on the general 
theory. 


V. CONCLUSION 


rm 


The survivor technique for determining the range of optimum sizes of a 


firm seems well adapted to lift the theory of economies of scale to a higher 
level of substantive content. Although it is prey to the usual frustrations of 


16 A corresponding investigation was made for research laboratories, which are reported in 
the Directory of Research Laboratories of the National Research Council. That the resu 
showed no relationship between firm size and size of laboratories is not surprising, for the 
work of the research laboratories would influence only the firm’s long-term growth. 








ew 
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inadequate information, the determination of optimum sizes avoids the enor- 
mously difficult problem of valuing resources properly that is encountered by 
alternative methods. 

Perhaps the most striking finding in our exploratory studies is that there is 
customarily a fairly wide range of optimum sizes—the long run marginal aiid 
average cost curves of the firm are customarily horizontal over a long range 
of sizes. This finding could be corroborated, I suspect, by a related investiga- 
tion: if there were a unique optimum size in an industry, increases in demand 
would normally be met primarily by near proportional increases in the num- 
ber of firms, but it appears that much of the increase is usually met by ex- 
pansion of the existing firms. 

The survivor method can be used to test the numerous hypotheses on the 
factors determining the size of firm which abound in the literature. Our ex- 
ploratory study suggests that advertising expenditures have no general tend- 
ency to lead to large firms, and another experiment (which is not reported 
above) indicates that fixed capital-sales ratios are also unrelated to the size 
of firms. The size of plant proves to be an important variable, as is to be 
expected, and the survivor method should be employed to determine the fac- 
tors governing plant size. A rather ambiguous variable, the relative share of 
engineers and chemists in the labor force, also proves to be fairly important, 
and further data and work is necessary to disentangle research and routine 
technical operations. The determination of optimum size permits the investi- 
gator to examine any possible determinants which his imagination nominates 
and his data illuminate. 








THE UNITED STATES TAXATION 
OF FOREIGN INCOME 


STANLEY S. SURREY 
Harvard Law School 


4 subject matter of this article is the United States federal income tax 
treatment of foreign income. For the most part the focus will be on corporate 
income, especially income from United States corporate investment abroad. 
The objective is a consideration of some of the tax policy issues currently 
raised in this area. 


BACKGROUND 
UNITED STATES JURISDICTION 


In keeping with the comprehensive character of our income tax, from the 
start the United States has asserted jurisdiction to tax on the basis of two fac- 
tors—citizenship and source of income. Each alone will support the tax. Thus, 
if a foreign individual or corporation receives income from the United States, 
that income is subject to the United States income tax because of its source. 
On the other hand, if a United States citizen receives income from a foreign 
source, that income is also subject to the United States tax because of the 
citizenship of the recipient. A United States citizen is thus taxed on his 
world-wide income. The basic approach here is essentially that of equal in- 
come taxation of United States taxpayers with equal incomes regardless of 
source. 

Our immediate concern is with United States corporations receiving income 
from foreign sources. Here the concept of United States income taxation on 
world-wide income applies. Consequently, an American corporation receiving 
income from a foreign source has always been subject to the United States 
income tax. An American corporation operating a branch in Illinois and a 
bianch in France is therefore subject to income tax on the profits of the 
French branch just as it is subject to tax on the profits of the Illinois branch. 

Many other countries also have income taxes. These countries at least 
apply their income taxes to income arising from sources within those coun- 

‘This paper represents a statement, here somewhat revised, which was presented at its 
invitation to the Committee on Ways and Means, House of Representatives, in its Hearings 
on Current Revenue Revision, 85th Cong., 2nd Sess. (1958). For a previous paper on this 
subject, see Surrey, Current Issues in the Taxation of Corporate Foreign Investment, 56 


Col. L. Rev. 815 (1956) ; certain parts of that paper have been utilized in the present dis- 
cussion. 
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tries. Hence, in the case of a United States corporation receiving income from 
a foreign source, when the United States asserts jurisdiction to tax because a 
domestic corporation is involved and when the foreign country asserts tax 
jurisdiction because the income arises within that country, then the corpora- 
tion becomes subject to two income taxes, and double taxation in this sense 
exists.? Double taxation, of course, is not restricted to international activities. 
Within the United States itself, a corporation may be subject both to the fed- 
eral income tax and to a state income tax. The accommodation made by the 
Federal Government to this overlapping of tax jurisdictions is to permit a 
deduction of the state income tax from corporate income to determine the net 
income subject to federal tax. Such a method of accommodation works satis- 
factorily when the deductible tax is relatively low, as in the case of our state 
income taxes. But when that tax is relatively high, the net burden of the two 
taxes even after one is deducted can be quite severe, so that the deduction 
approach is less acceptable as a method of accommodation. 


FOREIGN TAX CREDIT 


Until 1918 all foreign taxes were treated as deductible expenses, in the 
same manner as state and local taxes.* In 1918 efforts were made to exempt 
foreign income from the United States tax. The principal grounds advanced 
for this relief were the alleged competitive disadvantages suffered by Ameri- 
can corporations operating branches abroad because the United States taxes 
were much higher than the taxes to which competing local enterprises in for- 
eign countries were subject. There was also talk of “double taxation”, and 
here the target as respects the “doubling” was the United States tax. The Con- 
gressional response was to eliminate double taxation, but its focus was on the 


? “TDouble taxation” is used in a colloquial or general sense in the text. The task of achiev- 
ing a precise definition would in part be another way of writing this article. If double tax- 
ation means two taxes of the same kind on the same item of income or wealth by the same 
sovereignty, then it is not here apt. If it encompasses two sovereignties, then we reach the 
area of this article. We then must probe whether the taxes must be of the same kind and 
on the same item. See note 4 infra, for exanaples. We also have to recognize that double tax- 
ation is not an evil per se, though unfortunately once the phrase is applied it carries with it 
a high charge that things are amiss. Compare the discussion of the income taxation of corpo- 
rations and shareholders in the United States, where the phrase “double taxation” looms 
large. ““Multi-national taxation” would be 2 better term for this article. 


* Until 1917, all taxes, even the United States income tax, were deductible in computing 
net income. In 1917, when war-time income tax rate increases were adopted, the deduction 
for the United States income tax was eliminated since it would have greatly reduced the 
revenue yield of the income tax. It was also argued that the federal income tax is not an 
“expense” of the business and hence not a proper deduction. There apparently was no con- 
sideration of income taxes levied by another sovereignty. Are these income taxes, because 
levied by a different sovereignty, an “expense” as respects the United States income tax and 
hence their deduction theoretically proper in reaching business net income? Or is the de- 
duction for foreign income taxes defensible only as one method of accommodation to these 
“double taxation” situations ? 
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foreign income taxes. The payment of a foreign income tax was elevated from 
the status of a deduction from gross income to that of a credit against the 
United States tax. The benefits of this credit device are considerable. Assume 
that the United States rate is 50°4 and that net income before foreign tax is 
$100 and the foreign tax is 30%. If the foreign tax of $30 is treated as a 
deduction, the net income becomes $70 and the United States tax $35, which 
gives a total of $65 in taxes. If, however, the-foreign tax of $30 is treated as 
a credit, the net income remains $100, the tentative United States tax is $50, 
but against it is credited the foreign tax of $30, so that only $20 need be paid 
to the United States Treasury. This gives a total of $50 in taxes. Any foreign 
tax which is less than the United States raie in effect is eliminated as a fac- 
tor and in this sense double taxation thus disappears. 

There are a number of important policy considerations which flow from 
this adoption in 1918 of a foreign tax credit. Basically, the Congress thereby 
reaffirmed its historical decision to tax the United States citizen and corpora- 
tion on world-wide income. The argument that this approach placed our 
corporations at a disadvantage in foreign markets because of the United States 
tax was rejected, but the argument based on the burden of double taxation 
was persuasive. The United States would therefore retain its jurisdiction to 
tax on world-wide income, but it would recognize the interests of the country 
of source in also taxing the income arising therein. This recognition of source 
jurisdiction would extend as far as giving primary effect to the source juris- 
diction in order to prevent the heavy burden that would otherwise fall on the 
United States taxpayer having fiscal responsibilities to two national jurisdic- 
tions. To provide this protection for the United States taxpayer, our Govern- 
ment would consider its own tax claims met to the extent that a tax payment 
had been made to the country of source. 

The United States has been the pioneer in the development of this foreign 
tax credit approach as an accommodation to international tax problems. We 
have urged other nations to adopt the foreign tax credit system in the case of 
their citizens and corporations receiving income from United States sources, 
and hence likewise subject to two taxes. We have made the foreign tax credit 
the cornerstone of our international tax treaties. This reliance on the credit 
has been justified. While its rules are complicated—most international prob- 
lems are complicated—the device overall has worked well.* 


TREATMENT OF FOREIGN SUBSIDIARIES 


The foreign tax credit is one of the two basic mechanisms of our income tax 
law which operate to meet the problems of international taxation. The second 


* The foreign tax credit mechanism, found in sections 901—5 of the Internal Revenue Code 
of 1954, raises a number of interesting sub-problems. For one, credit is basically allowed 
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is the treatment of foreign subsidiaries owned by United States corporations. 
The United States tax rate applicable to the income of such a foreign subsidi- 
ary as it is earned is zero. Thus, the only tax levied on that income as it is 
earned is the foreign tax applicable to the subsidiary. At this stage, therefore, 
when the operation abroad is in foreign subsidiary form—as distinct from 
branch form—there is no aspect of double taxation. In the case of a foreign 
branch of a United States corporation, however, the United States tax applies 
to the profits as earned even though they may not have been remitted to the 
United States. 


The United States zero rate on the foreign subsidiary’s profits as earned fol- 
lows from our jurisdictional tax rule that the profits of a foreign subsidiary, 
even one wholly-owned by a United States corporation, are not subject to the 
United States tax until remitted to the United States parent corporation as 
dividends. Those who attack the United States’ resort to domesic incorpora- 
tion as a basis for taxation on world-wide income completely disregard this 


only for “income, war profits, and excess profits taxes.” Credit is allowed for taxes in lieu of 
income taxes, but the “in lieu” tax must be a substitute for an income tax otherwise appli- 
cable. This limitation involves a question of definition—what is an “income tax” and a ques- 
tion of policy—why confine the credit to income taxes. It may be that the Imitation rests 
on the assumption that income taxes are not passed on and that other taxes are (either for- 
wards or backwards), since credit for a tax passed on would be too generous. This in turn 
of course involves some interesting economic questions in the context of all types of taxes— 
income, export, excise, property, etc.; see Surrey, supra note 1, at 821. 

Another problem is that of the limitation on the amount of the credit. At present, speaking 
generally, the credit cannot exceed the United States rate applicable to the income from the 
foreign country whose tax is being credited—the “per country limitation.’ This limitation 
is designed to prevent the credit for foreign taxes from eating into the United States tax on 
United States domestic income where the foreign effective rate is higher than the United 
States rate. Several other forms of this type of limitation are possible: an “overall limita- 
tion,” which would limit the aggregate credit for foreign income taxes to the United States 
tax rate applicable to aggregate income from foreign sources. This permits averaging of low 
and high foreign tax rates, and also makes it immaterial to ascertain whether the income 
involved had its source in any particular country as long as it arose (under our legal rules 
as to the source of income) outside the United States; a “strict per country” approach, 
under which the credit would be limited on a country basis to the lower of the United States 
or the foreign rate on the income being taxed twice (the British approach). This places em- 
phasis on actual double taxation—the same item of income actually taxed twice—and makes 
source rules highly important, since the source of the particular item of income must be in 
the foreign country both under its source rules and those of the crediting country; the “less 
strict per country approach” used by the United States, which grants credit for the tax of 
the foreign country on any income, whether or not its source is in the foreign country under 
the rules of the crediting country, as long as the foreign tax does not exceed the crediting 
country’s tax on income from that country under the crediting country’s source rules. It will 
be seen that all of these limitations make source rules important in varying degrees. Yet this 
is one area in which there is considerable uncertainty, and considerable difficulty—what is 
the source of income when manufacture takes place in country X and the article is exported 
to be sold in country Y; where an article is purchased in country X and sold in country Y; 
and so on. Also, what should be the treatment of any foreign tax not credited under these 
limitations; should the excess amount be allowed as a deduction? 
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other jurisdictional rule. Yet the foreign subsidiary rule is equally important, 
and it significantly modifies the world-wide income rule. Since a domestic 
parent corporation is not taxed on the profits of its foreign subsidiary until 
those profits are remitted as dividends to the parent, the timing of the appli- 
cation of the world-wide income rule is completely within the United States 
parent’s control. The parent can reinvest the profits from the subsidiary’s 
operations and thus expand those operations, or it can invest those profits in 
other operations in any part of the world. If no new investment is desired, the 
subsidiary can bank its profits in the United States. Not until the United 
States parent draws down those profits as dividends will the United States tax 
apply. 

The United States has also been a pioneer in the application of this foreign 
subsidiary rule.5 Many other countries tax a foreign corporation as they do a 
domestic corporation, if the foreign corporation is managed or controlled in 
the country. It was not until 1957 that Great Britain, for example, developed 
taxing rules that approached the benefits of our foreign subsidiary rule. 

It therefore is appropriate to regard the zero rate of tax on foreign subsidi- 
aries and the non-taxation of their profits until remitted as jurisdictional rules 
equally as significant and important as the world-wide income rule. The result 
is a sensible accomodation of our world-wide income rule to the fact that our 
foreign investments are subject to taxation at the source. If there are appre- 
ciable tax advantages to be obtained by insulating foreign profits from the 
United States tax until remitted, the United States tempers its world-wide 
income rule to permit the taxpayer by foreign subsidiary operation to obtain 
those advantages. As a matter of tax jurisdiction the United States could 
pierce through the foreign subsidiary and tax its profits to the parent as 
earned, as it does where a foreign personal holding company is involved. Or 
it could, where the facts so warrant, treat a foreign subsidiary managed or 
controlled in the United States as it does a domestic corporation. It chooses 
instead to recognize the foreign subsidiary and to defer the taxation of those 
profits until the subsidiary passes them along to the United States parent. At 
this point they become commingled with other United States income and are 
subject to the United States tax under the world-wide income rule. At this 
point also, if the profits of the subsidiary have been subject to income tax 
abroad, the foreign tax paid by the subsidiary may be credited under the 
foreign tax credit system against the United States tax on the dividends from 
the subsidiary. 


° These jurisdictional rules, in the United States and probably elsewhere, developed almost 
intuitively without any intensive consideration of the situation. In fact, the combination 
of initially low tax rates and the small volume of international activities meant there was 
no situation to consider. But the rules were there, and as rates and international activities 
both increased, the rules formed the foundation of the tax structure in this area and shaped 
the consequent tax treatment. 


— 
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This foreign subsidiary treatment may be characterized as a “deferral” ap- 
proach, since the application of the United States tax is deferred until the 
profits are remitted. This deferral approach is quite advantageous to the 
corporation investing abroad. When payment of an income tax is deferred, the 
result is an interest-free loan to the taxpayer of the amount of the tax de- 
ferred. Further, if foreign profits are reinvested in physical assets the deferred 
tax in effect may never be paid. Since many corporations operating abroad re- 
invest a significant portion of their foreign profits, this deferral approach for 
their foreign subsidiaries is an important tax benefit. It is basically because of 
this tax treatment that most American investment abroad is in foreign sub- 
sidiary form rather than in branch form, outside of national resources invest- 
ment where depletion allowances and other tax rules dictate the branch form.*® 


TAX HAVEN FOREIGN SUBSIDIARIES 


A number of foreign countries have tax laws which do not impose income 
tax on foreign source income, and some countries do not have any income 
taxes. Increasingly, American corporations are choosing to centralize their 
foreign operations in subsidiary corporations formed in these countries. Most 
of these corporations are simply holding companies which own the stock of 
still other foreign subsidiaries conducting actual operations in other countries. 
This pattern of foreign operation is called a third country arrangement, and 
the countries involved are known as tax havens, profit sanctuaries, or the like. 

This pattern has distinct advantages in that the central tax haven sub- 
sidiary can act as an investment clearing house for all of the foreign opera- 
tions—accumulating income, taking profits from operations in one country 
and investing them in another—all without a tax toll to the United States or 
to the tax haven country. Moreover, when dividends are paid to the United 
States parent, the maximum advantage can be obtained under the foreign tax 
credit through the averaging of foreign rates and the control over the timing 
of the payments. All of these benefits flow from an extension to foreign hold- 
ing companies of the United States jurisdictional insulation of foreign operat- 
ing companies. Some countries chosen for this purpose are Panama, Switzer- 
land, the Bahamas, Liechtenstein, and Venezuela. Recently, Canada is being 
used to a considerable extent.‘ As we shall consider later, these tax haven 
operations raise an important issue of American tax policy. 


° On international taxation and natural resources, see Brudno, Review of Tax Consider- 
ations Arising in Foreign Oil Operations, 9th Annual Institute on Oil and Gas, Southwestern 
Legal Foundation (1958). 


* For a discussion of these matters, and a description of the laws of some of the countries 
used as a base for American foreign investment, see Gibbons, Tax Factors in Basing Inter- 
national Business Abroad (Harvard Law School International Program in Taxation, 1957). 
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EXISTING TAX RATE PREFERENCES FOR FOREIGN INCOME 


As stated above, the basic United States rule is that a United State 
corporation should be taxed on its foreign income—branch profits as earned 
and profits of foreign subsidiaries when remitted as dividends—at the regu- 
lar United States rates subject to the foreign tax credit. In the course of time, 
this basic rule has been altered to result in certain tax rate preferences for 
foreign income, which may be summarized as follows: 

1. Foreign tax credit computation for subsidiaries—As a result of the 
particular formula used to compute the foreign tax credit for dividends from 
a foreign subsidiary, the effective rate of tax on foreign income received in 
this form is generally less than the 52% rate applicable to corporate profits 
earned in the United States. In many cases the effective United States rate on 
the foreign income is only about 45°%. Where a chain of two foreign sub- 
sidiaries is utilized, the rate can drop to about 43.594. The result is that a 
arge portion of American investment abroad receives a reduction in tax rang- 
ing up to 16° as compared with domestic activity. This reduction in tax is in 
addition to the advantages of deferral mentioned earlier. The defect in the 
tax credit formula causing this reduction was apparently unintentional, so 
that the lower rate thus accorded to foreign income arose fortuitously. Income 
from foreign branch operations is not so benefited, and pays the 52°/% rate—a 
discrepancy which favors the choice of the foreign subsidiary form. 

2. Income from United States Possessions ——As the result of a Treasury 
Department misinterpretation of legislation adopted in 1921, the income of a 
United States corporation whose activities are conducted in a United States 
possession, including Puerto Rico, is generally regarded as exempt from the 
United States tax. The 1921 legislation was intended, however, only to defer 
application of the United States tax until the income was actually remitted to 
the United States. It was thus designed to grant, in effect, foreign subsidiary 
treatment to United States corporations operating in branch form in the pos- 
sessions. As far as can be gathered, however, the Treasury Department ap- 
pears to treat the legislation as exempting such income.® 

3. Western Hemisphere trade corporations ——A Western Hemisphere Trade 
Corporation—a domestic corporation conducting all of its business in the 
Western Hemisphere, with 95° of its income from sources outside the United 
States—today is taxed at 38% rather than 52°. This reduction in tax is the 
result of legislation passed in 1942, when it was urged that corporations whose 
activities were solely in Latin America should not be subjected to the increases 
in corporate taxes resulting from the costs of World War II. The legislation, 
which had been urged by three or four United States corporations—a mining 





* For a history of this provision, now sections 931-33 of the Internal Revenue Code, see 
Surrey, note 1 supra, at 833. 
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company in Bolivia, a telephone company in Argentina, and a railway in 
Central America—operating in branch form and facing special problems, was 
scarcely considered by the Congress in view of the Treasury Department’s 
acquiescence. The provision was regarded as offering ad hoc relief from what 
were thought to be temporary war-time rates. 

The continuance of this provision beyond its World War IT setting is thus 
again one of the accidents of tax history. Also, while its intended beneficiaries 
in 1942 were corporations with actual operations in Latin America, such as a 
mine or a railway, today its chief beneficiaries are corporations engaged in the 
export trade. This unintended result has occurred because of the manner in 
which the provision was drafted in 1942. It is simply an illustration of the 
dangers inherent in adopting tax preferences—they not only outlive their im- 
mediate purposes but they also turn into benefits for taxpayers never en- 
visaged as being within the preference.® 


SUMMARY OF BACKGROUND 


Several points stand out in the above background description: 

1. The basic Congressional policy from the start has been that a dollar 
received from foreign earnings should be treated as respects the ultimate 
United States tax burden in the same manner as a dollar from domestic earn- 
ings. United States corporations are therefore to be taxed on their world-wide 
income. 

2. The resort to the foreign tax credit device to eliminate problems flowing 
from the fact that more than one national tax jurisdiction is involved when 
there is foreign income underscores this basic policy. Under this credit the 
United States tax rate remains the primary measure of the tax burden to be 
borne by United States corporations receiving foreign income. 

3. The jurisdictional rule insulating a United States-owned foreign subsid- 
iary from the United States tax is a further method of accommodating the 
basic United States taxation on world-wide income to the fact that more 
than one national tax jurisdiction is involved. Under this rule a deferral of 
the United States tax is permitted as long as the profits are retained by the 
foreign subsidiary. 

4. The departures from this basic policy which have produced for the for- 
eign-earned dollar a reduction from the United States tax rate applicable to 
the domestic dollar have in large part arisen almost fortuitously. Certainly 
when granted they were not the product of intensive Congressional considera- 
tion. 

5. The major departure, that of the Western Hemisphere Trade Corpora- 
tion, has worked out to benefit primarily a segment of foreign income—the 





® For a history of this provision, now sections 921-22 of the Internal Revenue Code, see 
Surrey, note 1 supra, at 831. 
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export trade—which Congress in all probability would not have desired to 
benefit if the matter had been presented directly. 

6. The combination of basic jurisdictional tax rules and the several prefer- 
ential benefits granted in almost ad hoc fashion have produced a most com- 
plicated tax structure for foreign income which lays great stress on the form 
in which foreign operations are conducted. 


PRESENT IssuEs 
A. TAX EXEMPTION AND TAX REDUCTION PROPOSALS 


The principal issues in the taxation of foreign source income for the last 
few years have centered around the drive to obtain preferential treatment for 
that income. This is not something new. Almost from the start of the income 
tax corporations engaged in foreign activity have urged that they be exempted 
from that tax. The nature of the arguments may vary, but the objective is al- 
ways the same. Thus, “double taxation” and “competitive disadvantage” were 
the arguments earlier stressed. Today, the contentions are built around the 
assertion that increased private investment abroad is a desirable ingredient 
of our foreign economic policy and that tax preferences to encourage that in- 
vestment should be granted. 

It is significant that the arguments today do not state that our tax rules 
regarding foreign source income operate as a deterrent to foreign investment. 
This assertion could not be made. The United States, while striving to main- 
tain ultimate equality as between its investors at home and its investors 
abroad, has gone very far through the foreign tax credit and the deferral sys- 
tem for foreign subsidiaries in preventing that goal of equality from becoming 
a deterrent to foreign investment when our tax rules are considered in relation 
to the tax systems of other countries. Instead, the assertion today is that the 
tax system should through the grant of a tax preference be used to provide an 
incentive to foreign investment. 

Tax exemption—tThere are some whe contend, contrary to the traditional 
approach of our income tax, that income from foreign sources should not be 
taxed at all.?° This contention is apparently based on the premise that those 
corporations which invest abroad do not receive benefits from the United States 
and hence should not pay income taxes.'' The argument seems unsupportable. 
Our defense expenditures obviously go to obtain the stability and peace neces- 
sary for foreign investment. Our foreign aid expenditures have promoted the 

” This is the formal view, for example, of the National Foreign Trade Council, an organ- 
ization composed of leading American foreign investors and traders, and the International 


Chamber of Commerce (see, e.g., Resolutions of the XV and XVI Congress, 11 Builetin for 
International Fiscal Documentation 355 [1957]). 


"See Magill and Schaab, American Taxation of Income Earned Abroad, 13 Tax Law 
Review 115, 134 (1958). 
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economic recovery and development of foreign countries, an essential to profit- 
able foreign investment. Our educational system provides the trained execu- 
tives, research scientists, engineers, and others necessary to any business activ- 
ity. Of course the extent of these benefits will vary from corporation to 
corporation. But the income tax has never been regarded as equating with 
any precision the benefits received from our government and civilization and 
the amount of tax paid. Even an enterprise all of whose activities occur 
abroad but which prefers to operate as a United States corporation does so 
because it prefers that status. If it makes that choice, there is no reason why 
the choice should not carry with it the income tax consequences that attach 
to incorporation in the United States.’ 

Tax reduction—Most proponents of a tax preference for foreign invest- 
ment recognize that complete exemption would be too great a departure from 
our traditions. Instead, they have urged that the preference should be in the 
form of a tax reduction. The legislation considered in 1954 was in this form, 
and was designed to reduce the 52°%% rate by 14 points. This legislation was 
not enacted. The decision not to grant such a preference was a wise one.'* 

To begin with, it must be recognized that a belief in the goals of our foreign 
economic policy does not automatically lead to the desirability of a tax sub- 
sidy for foreign investment. Thus, we can certainly accept the views that our 
national security is benefited by the economic health of our friends, that the 
strength of the free world is served by the development of the undeveloped 
areas along the paths of democratic growth, that for humanitarian reasons we 
welcome an increase in the standard of living of many countries where sub- 
sistence levels predominate. It is only because we accept these views that we 
favor economic as well as military aid to our friends even though it means a 
higher federal budget. But these are views which justify our present high taxes 
rather than any tax reduction. We can also accept the view that increased 
private investment abroad is a desirable part of our foreign economic policy. 
But this does not mean that private investment is a substitute for foreign 
economic aid. Many of the pressing needs of the underdeveloped areas cannot 
be met by private investment. Their social overhead projects, such as exten- 
sive public utilities, better communication facilities, and improvements in edu- 
cation and health, must largely be financed by government. Moreover, the 
stress on the capital needs of underdeveloped areas may well obscure other 


Tt is interesting to note that those who urge exemption for corporate foreign income 
usually shy away from a similar exemption for individuals, on the ground that the indi- 
vidual income tax is “progressive.” See Magill and Schaab, supra note 11, at 133. Is this an 
adequate distinction? Or do they, sensibly, refrain from urging on a worldwide scale some- 
thing like our internal tax exemption for the interest on state and local securities ? 


™ For a consideration of this legislation, sce Surrey, supra note 1, at 838 and reference: 
there cited. 
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and often more pressing needs. For example, these countries are acutely in 
need of industrial skills at all levels. 

But, even so, assume we accept the assertion that the United States has an 
interest in an increase in the amount of corporate foreign investment. How 
does this take us to tax reduction? The United States has an interest in an 
increase in corporate investment in the United States and in an increase in the 
purchasing power in the hands of its domestic consumers. It also has an 
interest in meeting its budgetary obligations. The balance has been struck in 
our fiscal policy at the present 52°/ corporate tax rate. Consequently, an inter- 
est in an increase in foreign investment does not in itself carry the conclusion 
that a different balance should be struck for that particular area of corporate 
investment. 

Viewed in this context, the arguments against tax reduction for foreign in- 
vestment are very strong. In summary they are: 

a) The result would be a discriminz‘ion against domestic income. The 
fact that some foreign investment is extremely risky or faces problems differ- 
ent from those faced by domestic enterprises is beside the point. Not all for- 
eign investment is of that character. Also, some domestic activities are riskier 
than others, yet the income tax does nct differentiate among domestic corpo- 
rations on that basis. 

b) The result would be a windfall to much foreign investment, much of 
which is stable and hardly in need of any preference. Much new foreign in- 
vestment will also be undertaken regardless of tax reduction, so that any re- 
duction is here also a windfall. 

c) The tax reduction would go mainly to the large corporations, who are 
least in need of tax subsidies. Significant foreign investment requires capital, 
management, and know-how in sizeable quantities, and these are found main- 
ly in our large corporations. It is therefore not surprising that our leading 
foreign investors are our leading corporations. Forty per cent of the total 
United States foreign investment is accounted for by 10 corporations; about 
71% by 62 corporations. If tax reduction is granted for foreign investment, in 
all probability about one-half of the dollar benefits will go to about 25 to 50 
corporations; nearly all will go to about 150 corporations.’* It is difficult to 
believe that the tax dollars involved in the sought-for tax reduction are today 
a great barrier in the way of foreign investment by these companies. 

d) The tax burden on foreign source income as shown earlier is already 
lower, fortuitously and not by basic Congressional design, than on domestic 
income—as a result of the foreign tax credit formula. Foreign source income 
also possesses the advantages implicit in the deferral treatment for foreign 
subsidiaries. 


* The statistics are from Barlow and Wender, Forcign Investment and Taxation (Harvard 
Law School International Program in Taxation, 1955), 20. 
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e) There is no real proof that tax reduction will achieve any appreciable in- 
crease in foreign investment. Yet if the principle of tax equality is to be sacri- 
ficed, that step certainly should not be taken without effective proof that it 
would bring about a significant increase in foreign investment—investment 
that would not occur without tax reduction and investment that will take 
place in those parts of the world where it is most needed. For without these 
results, the resulting tax windiails would have been granted without any oif- 
setting national goals being achieved in return. 

If anything, the evidence is to the contrary. There are many obstacles to 
foreign investment: the unfeasibility of investment generally in many geo- 
graphical areas and many types of activity, the greater attraction of the 
United States market, the lack of United States corporate executive interest in 
foreign areas, the lack of management manpower to staff foreign activities, the 
problems of exchange controls and other currency restrictions, the instability 
of foreign governments, the nationalistic attitudes of foreign governments, and 
many more. These are the limiting factors, and not the tax aspects of foreign 
investment.15 

Moreover, assuming that tax reduction would increase foreign investment, 
would the increase be in the types of investment that are desirable? Blanket 
tax reduction is hardly a selective instrument. It offers no built-in guarantees 
that the resulting investment will be useful rather than harmful to the under- 
developed economies, or that the investment will flow to those underdeveloped 
areas most in n¢ f investment but presenting the greatest risks to the in- 
vestor.1® 

All these defects in the tax reduction proposals for foreign investment are 
not new to the tax field or peculiar to foreign investment. Tax history is re- 
plete with claims that tax incentives are necessary to promote this or that 
business activity. But experience has shown that the income tax is not the 

In spite of these obstacles, our foreign investment is increasing. This very increase belies 
a good deal of what is said about these obstacles. In part, the obstacles appear to be simply 
“foreignness” itself and the lack of interest in things foreign; cf. Barlow and Wender, note 14 
supra. For recent articles on the amount of foreign investment see Record Growth of For- 
eign Investments, Survey of Current Business, p. 22 (August, 1957); The Role of U.S. In- 
vestments in the Latin American Economy, Survey of Current Business, p. 6 (January, 
1957); Financing of Economic Development, the International Flow of Private Capital, 
1956, UN E/3021 (21 June, 1957) ; Collado and Bennett, Private Investment and Economic 
Development, Foreign Affairs, p. 631 (July, 1957). 

These few paragraphs obviously cover a host of economic and other policy questions, 
both as respects the developed and the underdeveloped countries. For an economist’s view 
of the terrain, see Blough, United States Taxation and Foreign Investment, 11 Journal of 
Finance 180 (1956), and also his testimony before the House Ways and Means Committee, 
Hearings, supra note 1, p. 1176. See also papers in Foreign Aid Program, Compilation of 
Studies and Surveys, Scnate Special Committee to Study the Foreign Aid Program, Sen. 
Doc. 52, 85th Cong., Ist Sess. (1957). 
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appropriate vehicle to induce desired activity. A recent British Royal Com- 
mission put the matter in these words: 


Accepting that there is nothing sacred about the canons of taxation, it is still 
possible to think that taxation at least is best resigned to a rather rigid principle of 
impartiality between taxpayers and that a democracy supported by universal suffrage 
ought to be peculiarly careful to guard itself against experiments in discriminatory 
taxation. Again, accepting that no Government can be required to do better than 
its best, it may still be true that the instrument of direct taxation, a cumbrous 
machine which moves by generalizations, is not well adapted to further discriminatory 
measures in the field of economics. . . . [There] are great difficulties in a scheme of 
selective tax discrimination by industries. From a practical standpoint it is very hard 
to evolve a process under which the claims of one industry can be fairly set against 
the diverse claims of all the others. From a public standpoint, discrimination by 
industry is not unreasonably associated with the pressure group and the Parliamentary 
lobby.17 


Tax sparing treaties—Despite the recent pressures the Congress so far has 
refused to enact legislation granting either tax exemption or tax reduction for 
foreign source income. As a consequence, it has been urged that the reduction 
should now be achieved by tax treaties. These treaties have been styled “tax 
sparing treaties” by the Treasury Department. The initial treaty of this type, 
the proposed treaty with Pakistan, was presented to the Senate Committee on 
Foreign Relations in 1957. That Committee has not as yet reported the treaty 
to the Senate. The background briefly is as follows: 

The United States has entered into a number of international income tax 
treaties with various European countries, British Commonwealth countries, 
Japan and Honduras. While these treaties are called treaties for “the avoid- 
ance of double taxation,” for the most part as far as the United States is con- 
cerned our Code use of the foreign tax credit effectively prevents “double 
taxation” for our citizens and corporations. As a consequence these treaties 
really deal with peripheral matters. The usual pattern is for the country of 
source to reduce its tax on certain forms of income going to the country of 
the investor. Thus, as respects the United States, it may by treaty reduce its 
withholding tax on dividends paid by United States corporations to citizens 
of say, Australia, in return for Australia’s reducing its tax on dividends paid 
by Australian corporations to citizens of the United States. In some situations 
this reciprocal reduction brings foreign rates down to the level of the United 
States, so that our corporate investors pay no more than 52°. As another 
example, taxation at the source on compensation paid to foreigners temporar- 
ily residing in a country, such as teachers or businessmen on short trips, is 
usually waived by a treaty. The foreign country often agrees to institute a for- 


* Royal Commission on the Taxation of Profits and Income, Cmd. no. 9474, at 127-30 
(1955). 
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eign tax credit system for its domestic taxpayers respecting their income from 
sources within the United States. A few source rules are inserted, which re- 
flect the United States rules and probably as well the similar rules already 
existing in the other country. There are also some provisions for cooperation 
between the administrative authorities of the two countries.'® 

Thus in the tax treaties in the past the United States has reduced its 
taxes only on foreign investors receiving income from the United States in 
return for similar concessions by a foreign country on income going to United 
States investors. These past treaties—and this is the important point—have 
not reduced United States tax rates on United States citizens or corporations 
receiving income from a foreign country. 

The Pakistan tax sparing treaty, however, is the first treaty designed to 
reduce the United States tax on United States corporations investing abroad, 
thus fundamentally altering the entire tax treaty process. 

“Tax sparing” is a term coined to describe tax concessions which some of 
the foreign countries grant to certain activities, in an effort to encourage those 
activities. Thus, Pakistan for example exempts from its income tax and super 
tax for a certain period profits up to 5° of invested capital earned by a manu- 
facturing corporation employing 10 or more persons and using power, or em- 
ploying 20 persons without using power. This provision has the effect of re- 
ducing the Pakistan tax on a United States corporation investing in Pakistan, 
since the United States corporation need not pay the full Pakistan tax—i.e. a 
part of that tax is “spared.” The proposed treaty then states that for the pur- 
pose of cur foreign tax credit the United States corporation shall still be 
treated as having paid the Pakistan tax which was spared. In other words the 
United States corporation is given a credit for the tax not paid to Pakistan. It 
can apply this credit for a tax not paid against its United States tax on income 
from Pakistan. To allow a credit against our tax for a tax not paid has the 
same effect as reducing the United States rate of tax. In fact, the Pakistan tax 
treaty could in some cases operate to produce just about the 14 point reduction 
which the Congress has so far refused to grant by legislation. Conceivably, in 
other situations the United States rate on income from Pakistan could be 
reduced to zero. 

This proposal changes the whole nature of the tax treaty process, for it 
would permit the rates of United States tax applicable to a United States citi- 
zen or corporation investing abroad to be fixed by treaty. Up to now this vital 


*® See 1957-2 Cum. Bull. —, for a list of the treaties. The text of these treaties is in U.N. 
Series, International Tax Agreements, and in CCH Tax Treaties. 

The text view of these tax treaties places them in a distinctly marginal position as respects 
international tax adjustments. This seems certainly true for the United States, in view of its 
unilateral grant of the foreign tax credit. It is this credit system, and not the treaties, which 
is the main factor in reducing “double taxation,” though there is considerable misconception 
about these treaties resulting in the contrary impression. 
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question of tax policy has been regarded as a matter to be determined by 
legislation. The tax sparing treaty would instead permit these tax rates to be 
determined by treaty action rather than legislation. 

The proposal also alters the nature of the foreign tax credit. That credit 
was designed to eliminate “double taxation” by letting a foreign tax paid 
offset the amount of tax a United States corporation investing abroad had to 
pay the United States. The corporation was not favored as against a domestic 
investor—rather it simply paid part of its 52°4 tax burden to a foreign treas- 
ury and part to the United States Treasury. But when the foreign tax is not 
paid, then no credit is necessary since there is no “double taxation.” At this 
point to allow a credit for a tax not paid is to reduce the 52% tax burden and 
turn the foreign tax credit into a device favoring the investor abroad as 
against the investor at home. 

Tax sparing treaties thus have all the defects described above in connection 
with a direct reduction in United States tax rates, and would be unjustified 
discrimination against taxpayers deriving income from United States sources. 
These treaties would also discriminate among investors abroad. Thus, these 
treaties do not apply to all types of foreign source income; for example, patent 
and know-how royalties are not benefited in the Pakistan treaty. Nor can the 
treaties apply to all countries, since only countries using income tax rate con- 
cessions can enter into tax sparing treaties. Thus, a United States corporation 
doing business in a tax concession country under a tax sparing treaty would 
in effect have a lower United States tax rate than a United States corporation 
doing business in a non-tax rate concession country, although the foreign 
rates after the concessions are taken into account did not appreciably differ. 
Hence a United States corporation investing in Mexico or Cuba, tax conces- 
sion countries, would in effect be granted a lower United States tax than a 
United States corporation investing in Venezuela or Colombia, which basically 
are not tax concession countries. 

There are other serious difficulties with using tax treaties to establish rates 
of tax on United States corporations. The result will be to focus intense lob- 
bying pressures by a combined group of United States foreign investors and 
tax concession countries on the Treasury Department to obtain favorable 
treaties, and for the first time saddle the tax treaty process with intensive 
lobbying activity. Also, this device will focus pressures on United States cor- 
porations to obtain tax concessions from underdeveloped countries and then 
have the tax concessions written into a treaty—since this is the route which 
will reduce their United States taxes.?® 

It is sometimes argued that these admitted serious defects of tax sparing 
treaties are counterbalanced by the international benefits which these treaties 
will provide. However, it is generally agreed that these treaties will not increase 


* This item is touched on later; see text at note 24, infra. 
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United States investment abroad. Rather, in defense of the treaties, it is said 
that underdeveloped countries, especially Latin-American countries, resent the 
United States policy of taxing foreign source income and these treaties will 
therefore remove some of that resentment and create good will. This resent- 
ment to the extent it exists, however, is really the reflection of an assertion 
that only the source country should control the taxation of international in- 
vestment—an assertion which the United States and many other capital-ex- 
porting countries have long rejected. It is also a somewhat strange assertion 
even when made by many of the capital importing countries. Mexico, for 
example, has tax rules respecting foreign income that are about the same as 
those of the United States—it taxes the world-wide income of its citizens and 
corporations and grants a foreign tax credit.2° A number of Latin-American 
countries also tax the foreign income of resident individuals and corpora- 
tions under their global or complementary income taxes and their corporate 
income taxes. As an income tax develops and as foreign trade and investment 
become important, the trend is to apply the income tax to foreign income, 
both because it is a source of revenue and to avoid inequality of treatment as 
respects domestic income. There is thus in reality no accepted jurisdictional 
principle that the country of source has the primary right to tax income arising 
there as against the country of citizenship or residence. There are in fact no 
accepted international rules at all in this area. For each country, the question 
is one of its tax policy under all the circumstances, and the legal borders of 
the question depend solely on the constitutional restrictions of the particular 
country regarding tax legislation. The answers to the question of tax policy 
will turn on the attitudes of a country toward foreign trade and investment, 
the concern with which it views the principle of tax equality, its views on the 
use and effectiveness of tax incentives, and its desire to achieve international 
accommodations. 

In balancing the claims of the investor country and the source country, the 
United States has already gone far in seeking an international accommodation 
through its foreign tax credit and foreign subsidiary rules. To ask the United 
States to go further and violate its own basic principle of not discriminating 
among its own nationals—which is what the “tax sparing treaty” asks us to 
do—is not warranted as an international matter. In effect, the United States 
so long ago acted by unilateral legislation to relieve these problems of double 
international taxation that the underdeveloped countries experiencing signifi- 
cant United States investment for the first time tend to forget what we have 
done. To the extent that resentment exists in these countries, it is in many in- 
stances due to a lack of information about our tax rules and a failure to appre- 


” Harvard Law School International Program in Taxation, World Tax Series: Taxation 
in Mexico c. 11 (prepared by Gumpel and Margain, 1957). 
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ciate the effects of the basic accommodations we have already made to inter- 
national investment. 

Thus, there is probably no real recognition of the aid to economic develop- 
ment represented by the foreign tax credit. As between developed countries, 
the foreign tax credit when used by both countries is really an exchange be- 
tween Treasury Departments. Investment and business profits flow both ways, 
and credits granted by the United States for payments at source to the other 
country are offset by taxes withheld at source by the United States and 
credited by the other country.** But between the United States and an under- 
developed country, the foreign tax credit is a one-way flow from the United 
States Treasury, since the underdeveloped country usually does not have in- 
vestments in the United States from which our Treasury can collect a tax at 
source. Here our foreign tax credit permits appropriate tax revenues to be 
collected in the foreign country on investment from abroad without the deter- 
rent effect on the importation of outside capital that would otherwise exist if 
the resulting double taxation were not eliminated by the credit. As a striking 
example, the economic development of Venezuela is in a sense being financed 
to an appreciable extent by the United States Treasury through the foreign 
tax credit granted for the Venezuelan taxes on oil. As a continuing aid to un- 
derdeveloped countries and one that does not have to be directly reflected 
through budget appropriations, the foreign tax credit is very significant. 

All this being considered, a case cannot be made on the basis of interna- 
tional goals which is at all strong enough to justify the admittedly undesirable 
effects of tax sparing treaties. It is significant that Great Britain, which first 
suggested a tax sparing treaty approach in 1953, rejected it is 1957 and has 
not concluded any treaty of this type. In short, the basic problems of the 
treatment of foreign income should still be resolved by legislation and not by 
treaty.** 

This view of the matter may mean fewer tax treaties with underdeveloped 
countries. But, as noted earlier, these treaties are distinctly marginal matters. 
In fact, since the pattern of the treaties is for the country of source to yield 
tax revenue, these treaties are not suited to underdeveloped countries hard 
pressed for revenue. Certainly the United States should not be pushing for tax 
treaties of this character, and at best should confine itself to considering the 
rare situations where the foreign effective rate on income going to the United 
States is distinctly above the United States 52°/ rate. A pattern of tax treaties 
with underdeveloped countries under which the United States would grant tax 


*Froomkin and Wender, Revenue Implications of United States Income Tax Treaties, 
7 National Tax Journal 177 (1954). 


“For further consideration of tax sparing treaties, see Hearings before the Senate Com- 
mittee on Foreign Relations, Double Taxation Convention with Pakistan, 85th Cong., Ist 
Sess., July 30, 1957, August 9, 1957. 
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sparing, despite all its basic defects, as the concession for obtaining tax re- 
ductions at source from the underdeveloped countries, despite their desperate 
revenue needs, would certainly be the wrong policy on both sides. It would 
match two ill-advised concessions with no basic gains achieved, since it is 
generally agreed that such treaties would not achieve any real increase in de- 
sirable international investment.?* 

One additional point may here be noted. Those advocating the exemption 
of foreign income from the United States tax or a reduction in the rate of that 
tax, whether by statute or treaty, are implicitly contending that the rates of 
income tax in the capital importing countries should remain low. Otherwise, 
there is not much point to the drive for lowered rates in the United States, if 
the result is to remain subject to high rates abroad. Thus, the International 
Chamber of Commerce, in its Congress at Naples in 1957, urged, (1) that 
only the country of source should tax the income and the country of residence 
should therefore exempt foreign income; and (2), that prudent investors 
attach importance to the simple principle of a low rate of tax and therefore 
countries desiring to attract private capital should give attention to this fiscal 
principle.2* There is much here for the underdeveloped countries to ponder, 
before they urge the capital exporting countries to withdraw from the credit 
principle in favor of reduction or exemption. The credit system really operates 
as a protective shield behind which a capital importing country can work out 
its fiscal policy—low rate or high rate on domestic income tax—without 
appreciable deterrence to the attraction of foreign capital until its rates ex- 
ceed those of the capital exporting countries. Also, while many capital im- 
porting countries today seem to believe that low tax rates are an effective lure 
for foreign capital, that view is certainly open to question. Many of their tax 
incentives are short-run affairs, and one can doubt that such measures have 
any real effect in attracting the long-range investor, whom they most desire.?° 
Further, as to the long run, a study of the statistics respecting our foreign in- 
vestment would probably show that more of our foreign investment is in those 
countries with higher tax rates than in the low rate countries, remembering 
the size of our investments in Western Europe, Canada, and Brazil. Still fur- 
ther, even if a considerable part of the view that tax incentives and low rates 
are a lure is granted, what happens when most of the capital importing 


* Tax treaties with underdeveloped countries could consider various matters as adminis- 
trative cooperation, source deduction as respects short trips of scholars and businessmen, 
and the smoothing out of uncertainties in source rules, all without any significant concessions 
being required. 


* Resolution of the International Chamber of Commerce (Item 9, XVIth Congress), supra 
note 10, at 360. 


* The Puerto Rican experience with tax incentives, whatever it does show, is hardly typi- 
cal in view of the free and close access to the United States market, no currency problems, 
and its place in the legal and judicial system of the United States. 
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countries adopt these measures, so that competition among them in this re- 
spect ceases. Will they en masse attract sufficient capital away from the 
capital exporting countries to make up for the loss in tax revenues suffered, 
remembering it is well-nigh impossible for the capital importing countries to 
offer low rates to foreign investors and high rates to their own investors??® 
Also, will whatever investment is thus attracted come at the price of a loss of 
foreign aid from the United States, when it is observed that their allies in 
this campaign for United States tax reduction on foreign income, the investors, 
are urging as an argument for the reduction that it will end or materially 
lessen the need for our foreign aid programs? 


B. A FLAT LOW-RATE TAX ON FOREIGN INCOME 
It is occasionally suggested that the present basic system of taxing corpo- 


rate foreign income—that of subjecting the income to the United States tax 


and then allowing a foreign tax credit to meet the double taxation aspect— 


should be replaced by an entirely new approach. This approach would drop 
the foreign tax credit (and perhaps any deduction for foreign tax) and would 
apply a flat 10°% tax (the figure usually mentioned) to all foreign income in 
place of the regular 52° rate. Proponents of this approach apparently stress 
these arguments: 

a) The foreign tax credit system is complicated ;?7 

b) In many situations a United States corporation investing abroad does 
not pay any tax to the United States because the foreign tax it pays is as high 
as the United States rate and hence the foreign tax credit eliminates the 
United States tax; under the proposal some tax would be paid to the United 
States because of the flat 10° rate; 

c) On the aggregate, a flat 10°, rate might well produce more overall 


** All of this calls into question the role of taxation as a factor in the determination of 
whether to invest abroad, and where; see the discussion in Surrey, supra note 1, at 843 and 
references cited. 

At the heart of this problem is a conflict in tax philosophies. The United States has a 
mature income tax which is the mainstay of its fiscal system. It places great emphasis on 
tax equity—taxing persons exactly who have the same net incomes—and is very skeptical 
of tax incentives in the form of exemptions or preferences to particular industries or activi- 
ties. It could hardly do otherwise given the importance of the income tax as a revenue pro- 
ducer. In underdeveloped countries the income tax is one national tax among many and 
considerably less important as a revenue producer than some of the others. Moreover, the 
income tax is still in a formative stage both substantially and administratively. There is also 
considerable faith in tax incentives, under all kinds of taxes and many forms, so that income 
tax incentives are part of a general pattern. The balance of considerations between tax equity 
and tax incentives thus differs markedly under the two fiscal systems. These differences in 
tax philosophy between a mature income tax system and an undeveloped income tax struc- 
ture come into sharp conflict in the tax sparing situation, since both tax philosophies are 
simultaneously being applied to the same taxpayer. 









* But since the foreign tax credit system must be retained for individuals, its complica- 
tions would still remain but with reduced application. 
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revenue from foreign investment than does the present system. (There are no 
official estimates available on this point.) 

This suggested approach would be extremely discriminatory. A corpora- 
tion paying a 52°% rate abroad, and hence bearing a tax burden as high as a 
domestic investor, would in addition pay a 10°% tax to the United States, so 
that its total tax burden would be 62% (or 56.8% if the foreign tax were 
allowed as a deduction).** But there is no reason to place deterrents in the 
path of foreign investment or to subject that investment to tax rates more 
severe than those borne by domestic investment. On the other hand, a flat 
10% rate would be extremely favorable to those United States corporations 
investing in countries with tax rates lower than those of the United States. 
Here the proposal has all of the defects of tax reduction earlier described. It 
would also be quite a windfall if extended to exporters, who would proceed to 
channel their export business through subsidiaries in tax haven countries as 
Panama, so that a major part of their export profit would be taxed at only 
10%. If not extended to exporters, there is then the very difficult problem of 
separating, by legal definition, export income from other income. 

Implicit in this flat rate proposal is the criticism that the foreign tax credit 
system is bad because under it our Treasury yields revenue to foreign coun- 
tries. But, as observed above, the very purpose of the foreign tax credit is to 
reach an accommodation betwen the claims of the United States as the country 
of the investor and the claims of the foreign country as the country of source. 
The country of source desires to tax income arising within its borders. The 
United States desires to tax the investor because the investor receives the in- 
come, and it also desires to maintain as far as it can an equality of tax 
burden between its investors at home and its investors abroad. The foreign 
tax credit serves all these purposes. It is true that when foreign rates reach 
the level of our rates then, although equality of tax burden is achieved, our 
Treasury receives nothing from the United States corporation since the 
country of source obtains the tax payment reflecting that burden. But the 
United States is also a country of source vis-a-vis investors from foreign 
countries. In a changing world the balance cannot be perfect; but any im- 
balance today is in favor of the underdeveloped countries and this appro- 
priately fits with our goal of giving economic aid to those countries. 

It is sometimes said that our foreign tax credit simply induces other coun- 
tries to raise their income tax rates and thereby drain revenue from our 
Treasury. But no one can seriously urge that the high rates of some European 


* If foreign income taxes are not to be deducted—and in principle they should not be 
under this proposal—then the task of distinguishing between an income tax and non-income 
taxes is still present, as well as that of distinguishing between deductible royalties and non- 
deductible income taxes where natural resources are involved. Today the task is that of dis- 
tinguishing between deductible royalties and creditable income taxes. 
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countries or of Canada are caused by our foreign tax credit. Further, India 
and Pakistan have corporate rates higher than our own rate, yet it would be 
silly to assert that these steep rates were brought about by our foreign tax 
credit system. All countries set their tax rates in accordance with their views 
on domestic fiscal policy and the pattern of allocation of tax burden among 
their people that they think suitable. Countries do not maintain tax rates 
discriminating against foreign investors. Moreover, in most countries the 
United States investor is merely one foreign investor among many, from 
countries with differing tax systems and tax rates. Also, other countries grant 
a foreign tax credit, but does the United States fix its tax rates on income 
arising within the United States by reference to the tax rates of those coun- 
tries? 

There may be a few exceptions to the above where the investor occupies a 
unique position in the foreign country because of size and because a natural 
resource is involved. Here perhaps our foreign tax credit has given rise to the 
50-50 oil arrangements cast largely in the form of a special high income tax 
which can be credited against the United States tax or those of the other 
capital exporting country involved.*® But even here the arrangement is merely 
a modus vivendi to achieve a fair allocation of profits to those countries own- 
ing the resources. And, in essence, as indicated above, here also the foreign 
tax credit operates on the whole as a complement to our foreign aid policy, 
since the benefits flow to underdeveloped countries and if wisely used will 
promote their economic growth. 


C. DEFERRAL PROPOSALS 


Branch deferral—As stated above, our tax on the profits of foreign sub- 
sidiaries, is deferred until those profits are remitted to the United States as 
dividends. This deferral is a distinct advantage where foreign tax rates are 
lower than the United States rate and where foreign tax incentives exist. In 
the case of operation in branch form, however, no deferral exists and the 
profits of the foreign branch are taxed to the United States corporation as the 
profits are earned. Hence operation abroad in branch form, is often less de- 
sirable than operation in foreign subsidiary form. It has therefore been urged 
that our tax law be altered to allow deferral for branch income on an elective 
basis. 

This proposal would have a very limited effect. Most of our investment is 
in foreign subsidiary form because of the tax and other advantages which that 
form possesses. Thus, branch operation is largely limited to some natural re- 
sources operations, Western Hemisphere Trade Corporation activities, and 
some banking activities. The Western Hemisphere Trade Corporations can 


* As to these arrangements, see Brudno, supra note 6. 
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hardly complain about not having the benefit of deferral when they are using 
the branch form to obtain a tax preference that in itself seems unjustified. 
The natural resources operations are generally in branch form because such 
tax attributes as percentage depletion and the intangible drilling expense de- 
duction attach to that form rather than to the subsidiary form. Moreover, 
these activities are largely subject to immediate high foreign taxes so that de- 
ferral may not be too important a consideration. Consequently, there are rela- 
tively few foreign investment activities which all in ali are handicapped by a 
lack of deferral. 

Since the proposal to treat a branch as a subsidiary for tax purposes in- 
volves a good many technical complexities, it may be doubtful whether the 
benefits that would be achieved overbalance that complexity. By itself, there- 
fore, deferral for branch income is a close matter. For this reason, it is desir- 
able to consider the question of deferral in the context of a considerably 
broader deferral proposal which goes beyond merely the situation of branch 
income. 

United States foreign business corporations ——As discussed earlier, a de- 
ferral of the United States tax on foreign income can be obtained if the foreign 
activity is organized in foreign subsidiary form. In view of the importance of 
the deferral, the major part of United States investment abroad, apart from 
natural resources investment, is conducted by foreign subsidiaries owned by 
United Siates parent corporations. Recently this method of operation has been 
extended to that of a central foreign subsidiary located often in a tax haven 
country, which in turn acts as a holding company for the operating foreign 
subsidiaries. This form of organization gives a coordinated operation which is 
entirely free of United States tax, except as the central foreign subsidiary pays 
dividends to its United States parent. On all other profits the only taxes appli- 
cable are the foreign taxes, at rates varying from country to country. 

The benefits of deferral of United States tax are quite valuable. Suppose 
that United States corporations generally did not have to pay any United 
States corporate tax except to the extent that they paid dividends, so that 
their profits reinvested in plant, equipment and new activities were not subject 
to tax. The tax burden on our corporations would be considerably lighter than 
it is today. Yet as respects foreign investment in foreign subsidiary form, the 
United States tax operates in just this way.*® But while the benefits of defer- 
ral are valuable, they can be obtained only by operating through foreign sub- 
sidiaries. Moreover, if the activities are conducted in various countries, some 
central corporation is needed to coordinate the activities. Again, to obtain 
these tax advantages, this coordinating corporation must be a foreign sub- 


*° In some instances, if the entire investment is ended it may be possible to have all of the 
profits taxed only at the capital gains rate. 
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sidiary, preferably located in a tax haven country with no currency restric- 
tions. 

Thus two important issues of tax policy arise. First, should the rule that 
our tax may be deferred by use of a foreign subsidiary be continued? On this 
question, tax history, the fact that the organization of so much of our foreign 
investment is built on this rule, and the desirable accommodation to interna- 
tional relationships which it produces, all favor continuance of the rule.** 
While the advantages of deferral are clear, there is a difference in concept and 
approach between deferral and a reduction in the United States tax rate. The 
deferral rule leaves the United States corporation investing abroad, as a tax- 
payer, fully subject to the regular United States tax rate. Hence, as respects 
the rate of tax to be applied at the time when its foreign profits become taxable 
the investor abroad is in the same position as a domestic investor. But a 
reduction in the United States tax rate granted to the investor abroad, now 
and for all time gives him a rate preference as against a domestic investor. 
Moreover, this rate preference would be in addition to the advantages of de- 
ferral, which in itself indicates the difference involved between the two ap- 
proaches. Further, a deferral approach is an inducement to continued foreign 
activity, since the reinvestment of foreign profits in effect extends the period 
of deferral. But a rate reduction has the opposite effect, for it is likely to in- 
duce the return of foreign profits to the United States to permit those profits 
to be taxed at the lower rates. 

Second, if the deferral rule is to be continued, should deferral be made 
available without the necessity of resorting to foreign incorporation or tax 
haven operations? Thus, essentially the same tax results could be obtained by 
sanctioning a special class of domestic United States corporations having only 
foreign source income and to be granted a deferral of United States tax as 
long as that income is invested abroad. These corporations, which might be 
called United States Foreign Business Corporations, could in effect perform 
the functions which a tax haven holding company does today. The proposal 
would thus end the tax witchcraft which makes Panama or Liechtenstein or 
the Bahamas or even Canada the seat of enterprises of great magnitude owned 
and operated by American corporations. As indicated, a United States For- 
eign Business Corporation would pay the United States corporate tax only 
when it decided to draw profits from its international operations and dis- 
tribute them to its United States corporate parent or other shareholders. At 





* But this does not mean that every application of 
of Canadian investment companies, ¢ 


e rule is proper. Thus, the recent use 
sentially American-managed and American-owned, 
as a Vehicle for the accumulation of profits so that the American shareholders need pay only 
capital gain taxes raises a very serious problem, since the arrangement by-passes all of our 
tax provisions sned to prevent investment income from being turned into capital gain. 
See Hearings before Ways and Means Subcommittee, Technical Amendments to Internal 
Revenue Code, 84th Cong. 2d Sess. 442 (1957). 
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this time it would of course obtain any foreign tax credit allocable to those 
profits.** 

Great Britain has taken this step in 1957, with the creation under its tax 
law of a special class of corporations known as Overseas Trade Corporations. 
It may be observed that the British tax law had been much more restrictive 
than our tax law, since under their concept it was very difficult to obtain de- 
ferral through foreign subsidiary operation. If the foreign subsidiary was 
managed in Britain, it was subject to British tax. British investors in com- 
plaining about this situation had pointed to the much ‘nore liberal United 
States rule on foreign subsidiaries. Hence in 1957 Britain both decided to 
adopt a policy of deferral and to permit that deferral to be obtained through 
a British corporation rather than through resort to a foreign subsidiary.** 

It is believed that this approach should be seriously studied. It does offer 
those United States corporations interested in foreign investment a more ra- 
tional business pattern for their foreign operations without the loss of the tax 
deferral advantage available today under less useful patterns. There are 
problems in the proposal, and there may be difficulties in framing it in statu- 
tory language to prevent abuse. But it does not involve the granting of any 
preferential tax rate. And the deferral which it offers can today be enjoyed at 
the price of business convenience. Hence, of all the proposals considered to 
date, this seems the most promising. 


CONCLUSION 

The great interest which the United States has in the economic development 
of the free world has led to intensive consideration of all pessible ways to 
contribute to that development. Since private investment and trade abroad by 
Americans can materially aid in that development, it is natural that we have 
sought to explore the present barriers, here and abroad, to such activity. 
Further, we have also explored ways of stimulating an increase in our private 
foreign investment and trade. In a time of high taxes, it is almost inevitable 
therefore that persons should turn to the tax laws and hope through changes 
in those laws to obtain “tax incentives” to bring about this increase. But in so 
doing they immediately run counter to the basic principle that the tax laws 
should not discriminate among taxpayers with equal incomes. We are more 
and more coming to understand that because of this principle of equality the 
*See in gencral Barlow and Wender, supra note 4 
an International Business Corporation Concept, 33 Taxes 487 ( 
the Taxation of Foreign Income, 10 National Tax Journa 
Issues in Taxation of Business Invested Abroad, 17 Ohio St. 
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tax laws are not a proper vehicle to induce economic action by a particular 
group or industry. And without this principle of equality, our tax laws would 
soon degenerate into an endless array of different rate schedules for different 
activities and become useless as an instrument of major fiscal policy. 

More concretely, we can see that if we resort to a tax preference as the 
device to bring about desirable international adjustments, any international 
accommodation thus achieved is necessarily obtained at the price of granting 
a windfall to the recipients of that preference. We have only to look at a vivid 
domestic analogy in the federal income tax exemption now accorded to the 
interest on state and local governmental obligations. That exemption repre- 
sents a form of adjustment to a problem in federal-state relationships, yet as 
a solution to the problem it has meant a distinct tax windfall to wealthy 
investors. No one really recommends this solution to the federal-state problem 
as a desirable one. A tax preference to the international investor—be it by 
legislation or treaty—to bring about an international accommodation involves 
the same fatal defect. 

Before the advent of the income tax we had to solve our difficulties of this 
nature without the easy way of granting an income tax preference. We have 
an income tax today and it is at high rates. But the principle of tax equality 
similarly means that today we basgically must solve these difficulties without 
resort to that tax. Our problem both at home and abroad is that of achieving 
a proper rate of economic development while all of us live under the high 
rates of tax which government expenditures require. Perhaps it may be harder 
to achieve that rate of development than it was before the advent of high 
tax rates, though our domestic progress does not so indicate. Be that as it 
may, now as before, solutions must be found outside the tax laws. In exploring 
the ways to increase private investment abroad we should therefore turn away 
from income tax preferences and seek other methods. 




















MANAGING THE FEDERAL DEBT 


HERBERT STEIN 
Committee for Economic Development 


F roM the end of World War II until 1951 Federal debt management was 
shackled by adherence to a fixed long-term interest rate. During that period 
the Federal government issued no marketable securities with a maturity in 
excess of five years. Abandonment of the bond-price peg opened the way to 
more flexible debt management. In 1952 the Treasury issued $5.2 billion of 
over-five-year debt. The amount of such debt issued rose to $6.2 billion in 
1953 and soared to $21.7 billion in 1954. After that, however, offerings of 
longer-term debt declined sharply to $2.7 billion in 1955 and zero in 1956. 
In 1957 no debt with maturity in excess of five years was issued until the 
last quarter of the year, after the recession had started. The debt issues after 
1952 were long enough to arrest the decline in the average maturity of the 
privately held marketable debt, which had fallen from 11 years at the end of 
1946 to about 6 years, but did not lengthen the average maturity significantly 
by the end of 1957. 

This record has been a source of disappointment to many observers on two 
grounds. First, the big sale of long-term debt in the 1954 recession and the 
decline in such issues during the subsequent boom is considered to be contrary 
to the requirements of a stabilizing counter-cyclical debt policy. Second, fail- 
ure to lengthen the average maturity of the debt is considered, not necessarily 
by the same people, to be contrary to the long-run requirements of a sound 
debt structure. 

It is not my purpose here to analyze or defend this record. Rather I want 
to consider two questions that are raised by this experience: 

1. What should be the cyclical behavior of debt management? Should it 
take advantage of the easier credit conditions of recession to issue longer- 
dated securities, as we did in 1954, and stay out of the long market when 
credit is tight, as we did in 1956? Or does debt management have a function 
in stabilizing the economy which calls for issuing long securities in booms and 
short ones in recessions? 

2. Should debt management seek to achieve a longer maturity distribution 
of the debt than we now have, even though cyclical considerations may at 
certain times prevent movement in that direction or even require movement 
towards a shorter debt? 

I define debt management as policy with respect to the composition of the 
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Federal debt held outside the government and Federal Reserve Banks. The 
size of the Federal debt held outside the government is a matter of budget 
policy, and the amount of Federal debt held by the Federal Reserve Banks 
is an aspect of monetary policy 

Also, I shall concentrate this discussion on the question of the maturity of 
marketable debt. The debt has, of course, many features other than its matur- 
y, eligibility for purchase by 








ity distribution—such as taxability, callal 
1 classes of investors, and marketability. However maturity distribution 





is the main and most general problem. And in fact, the debt is becoming more 
homogeneous in respects other than maturity. 


Tue THEORY oF DEBT MANAGEMENT FOR STABILIZATION 


The belief that debt n.anagement can and should be used counter-cyclically 
as an instrument of economic stabilization rests basically upon one proposi- 
tion. It is that a lengthening of the maturity of the debt will tend to restrain 
private expenditure and that a shortening will tend to stimulate private ex- 
penditure. What is essentially involved is that the shorter debt is more like 
money, and that its ownership is a closer substitute for ownership of money, 
than is the longer debt. If short term debt is retired as it comes due, and long 
debt is issued in its stead, the former holders of the short debt will not want 
the long debt, or at least they will not regard it as a good substitute for the 
short debt. They will still want to hold short doak safe securities, and since 
the supply of these has been reduced their prices will rise, their yie Ids decline 
and the former holders will try to increase their ownership of cash. The new 
offerings of long debt, on the other hand, will not induce their purchasers to 
reduce the amount of cash they w ant to hold. The long debt is closely com- 
petitive with private and municipal! debt. The long debt will have to be offered 
on terms that induce investors to reduce thei r holdings, or rates of acquisition 
of non-Federal debt. Interest rates will rise, discouraging private and munici- 
pal investment. Also the value of assets will decline, further discouraging pri- 

vate ee 
t seems a priori likely that this process should work. A ranking of Federa 
securities yee A to Z in the order of their nearness to money should be 
possible, and it seems reasonable that this ranking should correspond to rank- 
ing according to maturity dates. Then a shift from A to Z — be a defla- 
tionary, or restrictive move, and a shift from Z to A wou! i 
Such shifting could be used as an instrument of economic 

There is nothing in the argument to imply that the shiits 
between A and Z rather than between A and M or G and S. Presumal 
shift between A and Z has more effect per dollar of shift than a shift between 
any other pair. But unless the total dollar amount of shifting is limited, this 
is not a sufficient reason for choosing the shift from A to Z. Suppose a certain, 
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desired, anti-inflationary efiect can be achieved by a $1 billion shift from A 
to Z or by a $2 billion shift from A td M. If the interest rates on A, M and Z 
are one, one and one-half and two and one-half, respectively, the $2 billion 
shift from A to M costs less than $1 billion shift from A to Z. 

Supposing that a policy of lengtherling the debt in inflation and shortening 
it in recession would be stabilizing, is this sufficient reason to follow such a 
policy? It seems obvious, at first glahce, that we want to do everything we 
can to achieve stability. But we dojnot really mean this. We want to do 
enough to achieve stability. We have $everal instruments that can be used for 
achieving stability. The question about debt management is not whether it 
can also be used but whether a combination of instruments that includes debt 
management would be more likely tp achieve stability than a combination 
that does not. 

In fact, the question can be put mpre specifically. A counte i ape debt 
management policy would operate in inuch the same way as flexible monetary 
policy—upon the public’s “rs of liquid assets and upon credit conditions. 
Can debt management do anything that mot 





etary policy can not? Unless it 
can, there are two good reasons for not tecludl ag counter-cyclical debt man- 
agement in the arsenal of stabilizatidn weapons. One is that division of re- 
sponsibility among different instruments, especially if they are managed by 
different agencies, permits evasion of ilesponsibility. The other is that counter- 
cyclical use of debt management may! have costs in terms of other objectives, 
notably minimizing the interest burden. 

Denial that counter-cyclical debt management can add anything to mone- 
tary policy as an instrument of stability does not imply the absence of limits 


to the effectiveness of monetary policy. For ae the success of monetary 











policy may be limited by the difficulty of estimating when and how strongly 
to act. Or there may be political limits set | oe reluctance of the govern- 


ment to accept the tight credit per shay that anti-inflationz monetary 
policy may impose. But a combination of money and debt meh would not 
be less subject to these limits than monetary policy alone 

There is, at least on paper, one kind of limit to mor leila policy that debt 
management might help to overcome. Suppose that the monetary authority 
vishes to impose monetary restriction to combat inflation. It tightens the 
reserve position of the banks by selling short term securities and perhaps also 





™ 1 


by raising reserve requirements. The banks respond to this by selling short 
term government securities which they 

yields of these securities individuals and 
of them instead of holding cash. But the small rise in short term interest rates 


own. With a small increase in the 
1 


1 businesses are willing to hold more 


does not restrain borrowing or expenditure. The monetary contraction auto- 
matically produces an offsetting reduction in the demand for money and no 
anti-inflationary effect. It is essential for this argument to say “no” effect, 
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rather than “only a little.” “Only a little’ would mean “only a little per 
dollar of monetary contraction” and would imply that there is some amount 
of monetary contraction that would be enough to produce the desired anti- 
inflationary effect. 

In these circumstances a policy of issuing long term debt and retiring short 
term may be able to achieve what monetary policy cannot. It is only necessary 
to postulate that the offering of more long-term securities will raise long-term 
interest rates and that an increase of long-term rates will cut private expendi- 
tures, while the offering of more short-term securities does not raise short-term 
interest rates or a rise in short-term rates does not reduce private expenditures. 

Similar conditions can be described that would limit the effectiveness of 
monetary policy in stimulating the economy but still leave debt management 
capable of producing a result. 

Our ability to postulate such conditions is not evidence that they ever 
actually exist. In fact, there seems to me an inherent implausibility about 
propositions whose validity depends upon some elasticity being either infinity 
or zero. But formulating a debt management policy does not require us to 
decide whether such conditions ever exist. Unless we can assume that these 
conditions always exist we have the problem of how to manage the debt in 
periods when they do not exist, when debt management cannot add to the 
stabilizing effectiveness of monetary policy and when stabilization alone can- 
not be a sufficient guide to debt management. The only way we are going to 
know whether we are in such a period will be by trying—that is, by trying 
monetary policy and finding whether it works or not. I think that the periods 
in which monetary policy encouniers a limit that can be overcome by debt 
management will be rare. I doubt that we have had any such period since the 
end of the war. 

What difference will it make whether we use counter-cyclical monetary 
policy alone or counter-cyclical monetary policy in combination with counter- 
cyclical debt management, in circumstances where either course can yield the 
desired stabilization eff¢ct? One difference will be in the fluctuations in the 
supply of funds and in interest rates in long-term credit markets and short- 
term credit markets. With counter-cyclical debt management more long-term 
debt would be issued in booms, more short-term debt in recessions. Long-term 
rates would rise more in booms, when interest rates are rising anyway, and 
fall more in recessions. Is there any affirmative reason for preferring this? I 
think not. On the contrary, if stabilization does not require it there are equity 
considerations against government policy that requires borrowers at one time 
to commit themselves to much higher interest rates than borrowers at another 
time. Also, subject to the same reservation, that stabilization does not require 
it, wide fluctuations of long-term interest rates are undesirable as introducing 
an unnecessary uncertainty into investment planning. 
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Another consequence of counter-cyclical debt management is a higher inter- 
est burden on the debt. The Treasury would do its long-term borrowing when 
interest rates are high and would get only a short-term advantage when 
interest rates are low. And it is an advantage, simply in terms of the tax- 
transfer problem, to hold down the interest of the debt insofar as that is con- 
sistent with economic stability. 

My conclusion from the above considerations is that the proper guide to 
the cyclical management of the debt should not be economic stabilization. 
More long term debt should be issued in recessions, more short term debt in 
booms. This would hold down the Federal interest burden, reduce fluctuations 
in long-term interest rates and leave to monetary policy the responsibility for 
helping to stabilize total money expenditure through influencing the supply of 
money, supply of liquid assets, asset values and interest rates. This conclusion 
is subject to the qualification that debt management should stand by to help 
if it can in situations where monetary policy is unable to discharge this re- 
sponsibility, situations that I would expect to be rare. 


THE STRUCTURE OF THE DEBT 


A policy of lengthening the debt in one phase of the business cycle and 
shortening it in another phase is consistent with either lengthening or shorten- 
ing the debt in the long run. The debt can be lengthened in the long run, even 
though it is shortened in some cyclical phases, if it is lengthened even more in 
other phases. Of course, we must start with the debt we have. And if debt 
policy is uniquely determined by short run considerations at every moment, 
these considerations will also determine the structure of the debt for all future 
time. But short run debt policy is not so uniquely determined. If we accept the 
lengthening of the debt in the long run as a goal we can do more lengthening 
when lengthening is appropriate, and less shortening when that is appropriate, 
than we would otherwise do. It is therefore necessary to ask whether we 
should be seeking to achieve, in the long run, a different structure of debt 
than we now have. 

The main current criticism of the present structure of the debt is that it 
necessitates frequent refundings which inhibit the execution of a restrictive 
monetary policy. On January 1, 1957 there was $45 billion of privately held 
marketable debt coming due during 1957. About $23 billion of this was in 
thirteen week bills which roll over fairly regularly and in Tax Anticipation 
bills that would be returned at tax dates. The remaining $22 billion would, in 
the ordinary course of events, be refunded by new issues of one year maturity 
or longer. In six months during the year the Treasury would be involved in 
large refunding operations. This is a typical pattern with the present composi- 
tion of the debt. 

For a period of several weeks surrounding each of these refundings the 
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Federal Reserve feels severely limited in carrying out a restrictive monetary 
policy. It cannot tighten credit conditions, or allow them to tighten, to a point 
at which the Treasury offering would be substantially undersubscribed. Credit 
conditions must be maintained in a state at which the terms on the Treasury 
offering are attractive. We may thus end up the period of the subscription 
with looser monetary conditions than the Federal Reserve would have pre- 
ferred on grounds of stabilization alone. But, once this has been allowed to 
happen, it is difficult to correct in the interval before the next Treasury issue. 
Once credit expansion has occurred, loans made, commitments undertaken and 
investment begun, it is more “disruptive” to cut back than it would have 
been to prevent the expansion in the first place. 

This argument raises a number of questions. If an issue is undersubscribed, 
could not the Treasury raise the cash it needs, quickly, by raising its weekly 
offering of bills, at least temporarily, without Federal Reserve support? Since 
there are always some new loans being made, some new investment projects 
being started, need a roll-back of total credit inve!ve a roll-back of individual 
plans or commitments? In the six years since the end of the fixed support un- 
der government bonds have monetary conditions ever been looser, for more 
than a few weeks at a time, than the Federal Reserve would have liked? For 
example, is there any reason to think that if less Federal debt had to be re- 
funded monetary policy would have been more restrictive in 1956 than it was? 

Despite these questions the reality and universality of money-managers’ 
feelings about government refunding operations must be recognized. Even if 
monetary policy could be adequately restrictive in the presence of large and 
frequent refundings, the chances of adequate policy would be increased if re- 
fundings were smaller and fewer. Therefore holding down the refundings that 
have to be done during a period of monetary restriction is an appropriate goal 
for the structure of the debt. 

Three things should be noted about this goal: 

1. It does not require lengthening the average maturity of the debt. Of 
course the ideal debt from this standpoint would consist entirely of consols. 
But much can be accomplished short of this. On January 1, 1957, as already 
noted, $22 billion privately held debt other than bills and tax anticipation 
certificates came due within one year. At the same date the average maturity 
of all such debt was about seven years. If the average maturity had been the 
same but with equal amounts of debt coming due each year, only about $7 
billion of debt would have come due each year. The main problem is not the 
average maturity of the debt but the great unevenness of the distribution with 
the concentration in the first year. Even if only the debt due in the next five 
years were evenly distributed over that period, the amount coming due in the 
first year would be $12 billion rather than $22 billion. 

2. This goal does not require that especially long-maturity debt be issued 
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during a boom when monetary restriction is in order. The important thing is 
the amount of debt coming due during the boom, which will be as much in- 
fluenced by the debt issued during recessions as by the debt issued during 
booms. 

3. This goal is not inconsistent with concentrating long-term borrowing in 
recessions in order to reduce the interest burden. In fact, both goals call for 
reducing the amount of debt that comes due in booms. 

The two objectives for the debt discussed up to this point may be sum- 
marized as: 

1. The proportion of the debt outstanding at any time that was issued at 
the low interest rates of recession should be high. 

2. The maximum proportion of the debt coming due in any year should be 
low. 

Substantial progress toward both objectives could be made without in- 
creasing the present average length of the debt. But still more could be done 
with a longer debt. At the extreme we could eventually get the debt to con- 
sist entirely of consols that had been issued during recessions. Would it be 
desirable to lengthen the maturity of the debt beyond its present level? 

It seems to me that this is almost entirely a matter of cost. In other words, 
considerations other than cost seem so uncertain, on balance, as not to justify 
lengthening the debt if substantially more interest cost would be required. A 





longer debt would have the advantage that its market value would fluctuate 
more with rises and falls of interest rates, which would increase its effective- 
ness as a built-in economic stabilizer. On the other hand, a longer Federal 
debt may mean shorter private debt, which would be undesirable from several 
standpoints. And once the concentration of maturities that now embarrasses 
monetary policy has been reduced as far as the present average length of the 
debt «: ows, further spreading may not be urgent. 

A aecision that lengthening the debt does or does not involve additional 
interest costs necessarily requires an estimate of future interest rates. This 
means that a guess must be made, and this guess will sometime prove to be 
wrong. However, it is important to make sure that a succession of wrong 
guesses does not lead to excessive concentration of maturities. For example, if 
the debt-managers persistently estimated that interest rates would be lower 
in the next year, and refunded all maturing debt into new debt due within one 
year, the proportion of the debt coming due annually would soon be enormous. 
Therefore, judgments about the policy that will minimize the interest burden 
should be exercised subject to some limit, such as that the debt (excluding 
bills) coming due in any one year should not exceed a given proportion, say 
ten or fifteen per cent of the total debt (excluding bills). With such a safe- 
guard the consequences of possible errors in forecasting interest rates should 
not be serious. 
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Anyone who argues for giving substantial weight to holding down the inter- 
est burden as an objective of debt management must protect himself against 
one misinterpretation. I am not arguing for a policy of easy money as a 
means of holding down interest burdens. I am assuming that monetary policy 
will do what it can do to promote economic stability. Only because I assume 
this can I argue that the interest burden should be a major guide to debt man- 
agement. If monetary policy fulfills its proper function with respect to the 
important objective, stability, debt management can pay attention to the 
interest burden. 











COMPETITION AND DEMOCRACY* 


GARY S. BECKER 
Columbia University 


Econceners have often argued that if an industry acts as a monopolist it 
would be desirable government policy either to break up the monopoly or, if 
this is undesirable because of increasing returns, to regulate and perhaps even 
nationalize it.1 This proposition, although extremely well known and often 
accepted as obvious, turns out upon close examination to be far from obvious, 
and to involve several assumptions of doubtful validity. The argument sup- 
porting this proposition goes something as follows: Monopolies cause a mal- 
distribution of resources, since the price charged by a monopolist exceeds 
marginal costs and an optimal distribution requires price equal to marginal 
cost. An optimal allocation would occur if the industry were made competitive, 
since price equals marginal costs in competitive industries. If the industry 
were a “natural” monopoly, price could be made equal to marginal cost either 
indirectly by government regulation or directly by government administration. 
Therefore, the recommendation is an anti-trust law to prevent or break up 
contrived monopolies and government regulation or government administra- 
tion of natural monopolies. 

The non-sequitor in this argument is the sentence beginning with “there- 
fore”; the recommendation of government intervention does not follow from 
the demonstration that government intervention could improve matters. Dem- 
onstrating that a set of government decisions would improve matters is not the 
same as demonstrating that actual government decisions would do so. This 
kind of inference is logically equivalent to identifying the actual workings of 
the market sector with its ideal workings. 

In Section I a theory of the workings of a political democracy under ideal 
conditions is developed. It is shown that an ideal democracy is very similar 


* A draft of this paper was written in the summer of 1952, but pressure of other work 
prevented me from revising it for publication until the summer of 1957. In the interval, an 
article using a similar approach was published by Anthony Downs, An Economic Theory 
of Political Action in a Democracy, 67 J. Pol. Econ. 135 (1957) ; however, our work does 
not overlap too much, since Downs emphasizes somewhat different aspects of the political 
structure than I do here. 


*Henry Simons vigorously argued that all “natural” monopolies (i.e., monopolies caused 
by increasing returns) should be nationalized by the state; see his A Positive Program for 
Laissez-faire, reprinted in Economic Policy for a Free Society (1948). 
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to an ideal free enterprise system in the market place. That is, political de- 
cisions would be determined by the values of the electorate and the political 
sector would be run very efficiently. Section II tries to determine why actual 
democracies differ significantly from the ideal, and whether government regu- 
lation of private monopolies in actual democracies would improve matters. 


I. COMPETITION IN IDEAL ,.DEMOCRACIES 


An ideal political democracy is defined as: an institutional arrangement 
for arriving at political decisions in which individuals endeavor to acquire 
political office through perfectly free competition for the votes of a broadly 
based electorate.” Three aspects of this definition warrant some discussion. No 
country could legitimately be called a political democracy unless a large 
fraction of its population could vote. Although “large” is a matter of degree, 
it is clear that countries have differed greatly; for example, 17th century 
England had much too narrow a franchise to qualify as a political democracy. 

It is often said that the transfer of activities from the market place to the 
political sector would reduce the role of competition in organizing activities. 
In a political democracy individuals (or parties) do compete for political 
office—in, say, periodic elections—by offering platforms to the electorate. In 
an ideal political democracy competition is free in the sense that no appre- 
ciable costs or artificial barriers prevent an individual from running for office, 
and from putting a platform before the electorate. The transfer of activities 
from the market to the state in a political democracy does not necessarily 
reduce the amount of competition, but does change its form from competition 
by enterprises to competition by parties. Indeed, perfect competition is as 
necessary to an ideal political democracy as it is to an ideal free enterprise 
system. This suggests that the analysis of the workings of a free enterprise 
economy can be used to understand the workings of a political democracy. 

The immediate aim of any political party is to be chosen by the electorate, 
just as the immediate aim of any firm is to be chosen by consumers. This 
immediate aim of the firm is consistent with a wide range of ultimate aims, 
such as the desire to help consumers (altruism) or the desire for economic 
power; the one most consistent with available data and most frequently used 
is the desire to maximize income or “profits.” Likewise this immediate aim of 
the political party is consistent with many ultimate aims, such as the desire 
to help one’s country (altruism) or the desire for prestige and income; the 
one most frequently used* is the desire for power, which can be defined as 
the ability to influence behavior of others. Most of this paper requires only 


*For a similar definition, see J. Schumpeter, Capitalism, Socialism and Democracy, p. 
269 (1942). 


*See, for example, A. Kaplan and H. Lasswell, Power and Society, p. 75 (1950). 
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an assumption about the immediate aim of parties; at several points, how- 
ever, the analysis is also related to some ultimate aims. 

This definition has several important implications. First, it is easy to show 
that there must be freedom of speech and expression in ideal democracies. If 
an individual is free to offer a platform to the electorate, he is free to criticize 
the platform of others. Unless all possessed at least as much freedom as candi- 
dates they could increase their freedom merely by running for office. Since this 
situation is unstable they would ultimately have to possess as much freedom 
as candidates do. 

Another important implication of this definition can be shown most simply 
by assuming that all voters have the same preferences. If the party in office 
did not adopt the policies preferred by the electorate, another party could 
gain more popular support by offering a platform closer to these preferences. 
Consequently, the only equilibirium platform would be one that perfectly 
satisfied these preferences. An ideal political democracy would be perfectly 
responsive to the “will” of the people. The ultimate aim of each party may 
be to acquire political power, but in equilibrium no one, including those “in 
power,” has any political power.t There is no room for choice by political 
officials because political decisions are completely determined by electorate 
preferences. This theorem casts light on the controversy of whether a repre- 
sentative should vote according to his own dictates or according to the will 
of his constituents.® In an ideal democracy unless he follows the “will” of his 
constituents, he does not remain in office very long. 

Third, in an ideally competitive free enterprise system, only the most effi- 
cient firms survive; for example, if the level of a firm’s costs were independent 
of output and varied from firm to firm, only the firm with the lowest costs 
would survive. Similarly, in an ideal democracy only the most efficient parties 
survive; if the costs incurred by the state in operating an industry were inde- 
pendent of output and dependent on the party in office, only the party with 
the lowest costs could remain in office. An industry would be operated equally 
efficiently by the state and by the market place if the most efficient party had 
the same costs as the most efficient firm. This does not merely state—as the 
analysis by Lange of socialism does—that the political sector conceptually 
could reproduce the free enterprise equilibrium, but that it would do so. The 
costs of the most efficient party and most efficient firm may differ if different 
individuals are drawn into political and market activity. Private enterprise 
would operate an industry more efficiently than the state only if the most 
efficient firm had lower costs than the most efficient party, and vice versa. 

* Similarly, in a full market equilibrium no firm makes any “profits” although each may 
be motivated by a desire for profits. 


° The classic statement of one viewpoint is contained in Burke’s speech to the electors 
of Bristol in 1774. 
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IT. CoMPETITION IN ACTUAL DEMOCRACIES 


There is relatively little to choose between an ideal free enterprise system 
and an ideal political democracy; both are efficient and responsive to pref- 
erences of the “electorate.” Those advocating a shift of activities from the 
market place to the state must argue that the actual enterprise system is far 
from ideal because it contains numerous monopolies and other imperfections. 
Those advocating a minimum number of state activities must argue that the 
actual political system is even further from the ideal. Imperfections in the 
market place have elsewhere been discussed extensively, so we can concentrate 
on some important political imperfections. 

Since each person has a fixed number of votes—either 1 or 0O—regardless 
of the amount of information he has and the intelligence used in acting on 
this information, and since minorities are usually given no representation, it 
does not “pay” to be well-informed and thoughtful on political issues, or even 
to vote. An efficient party may be unable to convince enough voters that it is 
more efficient than other parties. In the market place minorities have “repre- 
sentation” and the number of “votes” a person has is related to his “propor- 
tioned productivity,” so the incentives to act wisely are greater here than in 
the political sector. Therefore, it is relatively easy for an efficient firm to sur- 
vive since it need only gain the support of creditors and consumers who have 
a direct personal interest in making wise decisions. 

Political competition is reduced by the large scale required for political 
organizations. Candidates for many offices, such as the Presidency and State 
Governorships, must have enough resources to reach millions of voters. Many 
groups that would like to compete for these offices do not have sufficient 
resources to reach large numbers of voters. Although it is sometimes necessary 
for a firm to organize on a national or state basis, this is clearly less impor- 
tant in the market sector than in the pol'tical sector. The scale of political 
activity is large, also, because many offices tie together numerous activities. 
A candidate who knows how to run the Post Office efficiently must convince 
voters that he knows something about immigration policy, public utility regu- 
lations and a host of other problems in addition to post-office administration. 
This tie-in of activities may prevent persons who are efficient at one activity 
only from running for office. Tie-ins are also found in the market place but 
since they cover relatively few activities, a firm can usually specialize in the 
product or process at which it is most efficient. Since an ideal democracy as 
well as an ideal enterprise system has an optimal separation of activities, it is 
somewhat puzzling that tie-ins are much more important in the political sec- 
tor. I suspect that an electorate with a limited amount of political information 
finds it easier to place one person in charge of many activities than to choose 
one person for each activity. 
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Although ignorance and the large scale required of political organizations 
are perhaps the two most potent forces pi »ducing monopoly and other im- 
perfections in democracies, periodic rather -han continuous elections, and 
different preferences among members of the electorate also do so.® I am in- 
clined to believe that monopoly and other imperfections are at least as im- 
portant, and perhaps substantially more so, in the political sector as in the 
market place. If this belief is even approximately correct, it has important 
implications for the query which opened this essay; namely, does the existence 
of market imperfections justify government intervention? The answer would 
be “no,” if the imperfections in government behavior were greater than those 
in the market. It may be preferable not to regulate economic monopolies and 
to suffer their bad effects, rather than to regulate them and suffer the effects 
of political imprfections. 


° For relation between political tie-ins and different preferences among the electorate see 
my The Economics of Discrimination, pp. 64-66 (1957). 
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y= classification of factors of production under the headings of “land,” 
“labour,” and “capital” is an old tradition in economics and, despite the 
severe criticism it has been subjected to by theoretical sophisticates, it lives 
vigorously on in the elementary pedagogy of economic principles. No student 
emerges from his introductory course in economics without this, or a very 
similar, set of categories firmly fixed in his mind. The age, persistence, and 
breadth of dissemination of this classification makes it especially surprising 
that one of its divisions has received, until very recently, very little intensive 
study by economic theorists. In traditional theory, the quantity and richness 
of a nation’s “land” or, more properly, its “natural resources” have usually 





been taken into account by being incarcerated in that conveniently cosmo- 
politan oubliette known as ceteris paribus. What theorists have been content 
to neglect however, the practical men of economic policy have been not only 





willing, but anxious, to make a leading object of governmental solicitude. The 





belief that a nation’s resources must be protected against the rapacity of those 
who exploit (note this word!) them, did not arrive as early in our history as 





the belief that labor (the other primary production factor) must be similarly 
protected,’ but it has won an even more complete victory. There are, appar- 
ently, few men left today who would take pride in calling themselves “con- 
servatives”—that word is now almost synonymous with “reactionary” or “old 
fogey.” But its derivative term “conservationist” is, by contrast, replete with 
honorable and admirable connotations, designating one who is unselfish, and 
forward-looking, rational and public-spirited, energetic and _self-denying. 


These are rich psychological comforts, a 





1 it would seem to be a poor bargain 


to exchange them for the ambiguous satisfaction of knocking old icons off their 
pedestals. 






Conservation is so firmly established in the American public ethos, however, 
that no critical examination of it can fail to ay 






ar iconoclastic. This paper is, 
in many respects, a criticism, but its purpose is not to attack the conservation 
movement gratuitously, or to deny its basic aims and objectives. While it is 
true that a great deal (perhaps the greater part) of what has been done in the 
name of “conservation policy” turns out, upon subjection to economic analysis, 


For example, by legislation regulating hours and conditions of work. 
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to be worthless, or worse, it is nevertheless also true that economic theory can 
offer a formulation of the conservation objective sufficiently clear and precise 
to permit the derivation of rational policies in the future. Such a formulation, 
like the application of economic theory in other fields of policy, can be no 
match for the passionate romanticism with which the question has been in- 
vested in political platforms and public discussion, but some of the policies of 
the past and present are sufficiently egregious to convince even dedicated 
conservationists of their error, or at least, insufficiency. Perhaps it is too much 
to hope that in their hour of confusion and despair, the protectors of nature 
might turn to economics for succor, but even idealistic hopes have the quality 
of springing eternal. 

Those who study natural resources divide themselves fairly distinctly into 
two, not necessarily equal, groups: the opt ts and the pessimists. In every 
generation, it seems, there are some who will 2 arise to warn that we are plun- 
dering the planet, and others who claim its riches to be endless. In the nine- 
teenth century, when the conservation movement had its beginning, coal was 
the King of natural resources. Thomas Ewbank, the remarkable U.S. Com- 
missioner of Patents, thought it quite obvious that coal must be “a first ele- 
ment of progress for all time.” Being an optimist, he went on to add that “it 
is preposterous to suppose the supplies of coal can ever be exhausted or even 
become scarce. The idea is almost blasphemous.”* William Stanley Jevons 
declared that “with coal, almost any feat is possible or easy; without it we 
are thrust back into the laborious poverty of early times.’* But Jevons was a 
pessimist, and his view of the importance of coal only led him to conclude that 
the march of human progress must some day be halted and reversed. 

It is hard to see how any man of moderate intelligence could fail to see 
that when a resource has the character of a fixed stock, as is the case with 
coal and other minerals, it follows necessarily that every use diminishes the 
remaining fund.* But it is almost as hard to see why the pessimists are left 
so unimpressed by the history of man’s success in discovering new resources 
to take the place of old. Economic pessimism has displayed such a marked 
resistance to empirical fact that it would not appear unjust to seek its origin 
in some abberation of the rational psyche. There must exist a special neurosis, 
that should perhaps be given the name of “arithmetic fright.” It consists in 
the tendency to induce despondency in oneself through the contemplation of 
a ratio. The Malthusians are its most apparent victims, and the natural re- 


* Thomas Ewbank, The World a Workshop, or The 





ical Relationship of Man to the 





Earth (1855) quoted in A. A. Ekirch, The Idea of Progress in America, 1815-1860, p. 128 
(1944 
*W.S. Jevons, The Coal Question, p. 2 (1906). 
* As late as the seventeenth century it was still believed that ore veins would regenerate 
themselves if left unworked, but this view had been aba wad yned long before Thomas Ewbank 


wrote. 
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source pessimists usually display a compounded version of the same disorder. 
The Malthusian analysis of the possibility of human progress fixes its atten- 
tion on the ratio L/P where L is land or, more generally, natural resources, and 
P is population. The arithmetic fright manifests itself in an extended delinea- 
tion of the lamentable consequences that must ultimately ensue if, LZ being 
fixed in quantity, P increases without limit. The resource pessimist is usually 
Malthusian enough to postulate an endless increase in P and, in addition, he 
describes L as steadily decreasing. Extended meditation upon a fraction 
whose numerator decreases towards zero while its denominator rises towards 
infinity, results in particularly virulent manifestations of the neurosis. Like 
many aberrant mental processes, those of the radical conservationist are 
logical enough within their own frame. The difficulty lies mainly in the fact 
that the framework is far too narrow to permit the making of satisfactory 
judgments on the large subject of the permanence of economic progress. That 
subject, indeed, is far too large to admit of exposition in this paper, but its 
most essential conditions have been sufficiently clarified by economic theory 
to permit one to place the conservation problem into a sufficiently general 
analytical context. 

This paper does not pretend to present an original framework of this sort. 
The great bulk of what follows has been implicit for many years in traditional 
economic theory and, recently, the writings of Ciriacy-Wantrup® and Scott® 
in particular have clearly shown that the conservation question, when cor- 
rectly conceived, becomes simply an aspect or application of the traditional 
theory of capital. There are a number of questions of pure theory that must 
be carefully examined, but none ofthese seems likely to alter the fundamentals 
of the subject. Meanwhile, in the realm of practice, the domination of the 
natural scientist in the field of conservation policy-making is beginning to 
break down; economists are being admitted, not, it must be added, without 
resistance, to what were once the exclusive preserves of experts in the fields of 
biology, mineralogy and the like. 

The approach to conservation theory and policy suggested by economic 
analysis is different from that of the tradition conservationist. So much so 
indeed that it is almost certain that natural resource economists will be widely 
stigmatized as anti-conservationists. The differences, however, are not funda- 
mental; they do not rest on conflicting value judgments concerning the ulti- 
mate objectives of governmental policy. The chief purpose of this paper is to 
present, in as non-technical terms as possible, the basic economic theory of 
the conservation problem. It is written with the hope of contributing some- 
thing towards the rationalization of conservation policy by making the econo- 
mist’s point of view more widely understood. 

°S. V. Ciriacy-Wantrup, Resource Conservation, Economics and Policies (1952). 


* Anthony Scott, Natural Resources: The Economics of Conservation (1955). 
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II 


The most fundamental postulate of economic theory is that man is faced 
with the continual necessity of making choices between competing objectives. 
We cannot have everything we want, so we are forced to choose between alter- 
natives. It is tempting to disregard the hard fact of scarcity; one can make 
stirring statements by doing so, but they will infrequently stand analysis. 
Gifford Pinchot, the father of the American conservation movement, provided 
an excellent case in point when he declared that “conservation means the 
greatest good of the greatest number, and that for the longest time.”* Even 
the “felicific calculus” of Jeremy Bentham, which had contented itself with 
only the first two of these maxima, fell to the ground upon realization that 
the “greatest good” and the “greatest number” may be conflicting and, indeed, 
incompatible objectives. To add yet a third dimension in which a maximum 
must be sought, is distressing enough in itself, but especially so in this case, 
for Pinchot’s third criterion really assumes away the crux of the conservation 
problem. To conserve means to postpone use of a resource—to consume less 
today in order to consume more tomorrow. There are some resources, like sun- 
shine, permanent facilities like rivers and harbours, and perhaps labor, whose 
services can only to a negligible extent be either accelerated or postponed. 
With them, no “conservation” problem arises, for we are not at liberty to 
choose between present and future use of their services. On the other end of 
the scale reside the fund or stock resources, like coal, oil, and other minerals, 
which the earth contains in fixed amounts. With such resources it is an arith- 
metic truism that to use any amount at any one time is to forego the use of 
that amount at any other times. It is therefore clear that the choice that has 
to be made with respect to fund resources is the time-distribution of their use. 
The same is true, though it is rather more complicated, with renewable or self- 
generating resources such as forests, fisheries, and agricultural land. Thus it 
quickly becomes apparent that Pinchot’s statement of the meaning of con- 
servation can only be translated into a vain hope, never a rational objective. 
To pledge oneself to “use” the earth’s coal resources for “the longest time” 
would, in the limit, be the equivalent of deciding not to use them at all! 

If we regard the conservation question in this light—as a problem of choos- 
ing among alternative temporal distributions of resource use—it is possible to 
give the terms “conservation” and “depletion” precise quantitative formula- 
tions. Suppose that a policy is to be determined concerning the use of a 
certain resource over a certain “planning period.” If the policy results in an 
increase in the service rendered by the resource at any point of time, this is 


“Quoted by R. Van Hise, The Conservation of Natural Resources in the United States, 
p. 379 (1910). 


“The formulation that follows is due to Ciriacy-Wantrup. 
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regarded as a positive magnitude; if a decrease, a negative magnitude. Equal 
magnitudes, however, diminish in value the more remote they are in the future, 
and, therefore, they must be given weights which reflect their distance from 
the start of the planning period. This weighting in effect makes all the positive 
and negative changes comparable by placing them upon the same temporal 
footing. If the aggregate of these weighted changes is positive, it may be said 
that the policy is one of “conservation”—that is, the net result of the changes 
brought about by it is to postpone the utilization of resource services. If the 
result is negative, the policy may be said to result in “depletion” of the 
resource. 

It must be emphasized, however, that these terms, “conservation” and 
“depletion,” are purely relative in nature. They are measurements of the net 
difference in the rate of use of a resource compared with that which would 
exist under some other policy. It is clear that, thus formulated, no value judg- 
ments are inherent in the terms, “conservation” or “depletion,” as such. It is, 
perhaps, unwise to employ terms so loaded with normative content to refer to 
objective and quantitative comparisons. But half the problem of conservation 
policy is due to the fact that the terms used to discuss the problem are evoca- 
tive of emotional reactions rather than scientific analysis, so it is probably 
worth some effort to neutralize them, or at least, as Humpty Dumpty sug- 
gested, to teach them who is master. In what follows, the words “conservation” 
and “depletion” will be used in this relative and quantitative sense. 

To conserve or postpone the use of one resource usually involves depleting 
or accelerating the use of another. This results from the fact that resources 
are substitutes for one another. This substitutability may be quite direct, as 
in the case where wooden props are used to shore up the roof of a coal mine 
shaft rather than accomplishing that end by leaving columns of coal at certain 
intervals in the shaft. Or, at the consumption end, coal may be conserved by 
burning wood for house heating, and vice versa. These are fairly clear cut 
cases and are perhaps sufficient of themselves to demonstrate that it is mean- 
ingless to attempt to conserve ail/ resources. When we consider that coal may 
be used to smelt iron ore to produce steel to make machinery to drill for oil, 
which is a substitute for coal, it is difficult to see whether the physical total 
of usable resources is reduced or augmented by such a chain of activities. 
Economic processes consist, in large part, of complex transformations of this 
sort. The only meaning that could possibly be given to the objective of general 
conservation is that it is considered desirable to “sacrifice” the enjoyment of 
part of society’s current total output in order to increase the rate. of total 
output in the future. This is a question of the rate of investment and capital 
formation in the economy at large. It clearly makes no economic difference 
whether we save resources for tomorrow by not using them today, or instead 
use them today in a process that does not yield direct satisfaction but creates 
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capital goods which yield their services tomorrow. The question of the de- 
sirability of conservation of resources in general is inseparable from the 
(larger) question of the optimum rate of capital investment in the economy. 

The great bulk of conservation discussion is concerned not with conserva- 
tion in general but with particular resources. Conservation policies have, 
necessarily of course, been devoted to establishing regulations for the exploita- 
tion of specific resources. Though such specification is essential to policy 
implementation, and also leads to greater clarity in theoretical analysis, it is 
full of dangers if the interrelatedness of economic activities is lost sight of. 
The interaction of natural phenomena too can be forgotten, with consequences 
for conservation policy that are not intended. Thus, for example, we find that 
on the Pacific coast of North America, the salmon and the seal are both 
(separately) protected from the fisherman. Seals, however, are voracious eat- 
ers of salmon. The effect of the two sets of regulations taken together is that 
the protection of salmon merely furnishes more food for seals, and the pro- 
tection of seals provides more predators for salmon. If the objective of these 
conservation policies is to benefit the seals, this is a skillful set of regulations; 
no other effect follows from them with comparable lack of ambiguity. 

Neglect of economic interrelationships leads to consequences no less un- 
desirable, and one particular manifestation of this is undoubtedly the single 
most important source of error in conservation policies. The proposition that 
the optimum rate of exploitation of a resource is that which maximizes its 
physical output seems entirely unexceptionable at first sight. This objective is, 
today, almost invariably advanced by natural scientists and conservationists 
in respect of renewable resources. Thus, for example, the criterion of “maxi- 
mum sustainable physical yield” has won general acceptance in the fields of 
fisheries and forestry management. It seems quite plausible to suggest that if 
a resource is not yielding its maximum, it is being wasted. The error in the 
proposition can be discovered if one asks what other resources must be ex- 
pended in order to achieve this maximum. Thus, for example, it seems waste- 
ful to throw inferior species of fish away at sea instead of bringing them to 
port, to be made into fish meal and oil at least, if not usable for food. It is 
only when one counts the cost of labour, ice, storage space etc.—that is, the 
values of the other resources expenced—that one is brought to notice that it 
may cost one dollar’s worth of other resources to save fifty-cents worth of fish 
from being “wasted.” 

The maximum sustainable yield criterion is incapable of being generalized. 
We cannot maximize the total product of all resources taken independently, 
for the respective maxima will prove to be incompatible with one another. An 
illustration from the field of manufacturing will make this clear. We can 
maximize the output of loom tenders in a textile weaving mill by having so 
low a ratio of tenders to looms that every tender is kept continuously busy 
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tying the broken threads; but if so, looms will frequently be idle awaiting a 
tender’s attention. Conversely, we can maximize the output of the looms by 
having so high a ratio that broken threads are tied with minimum delay; but 
if so, tenders will be idle. The same reasoning applies to natural resources. 
To maximize the yield of a forest, for example, would unavoidably involve 
the wastage of some other resource(s). The only condition under which such 
a simple maximization would be a correct economic objective would be if the 
resource in question were the only factor of production that was scarce, the 
others all being so abundant as to be “free goods” to society as a whole. This 
is the implicit assumption of many conservation arguments and policies. The 
conservationist frequently has his eye so steadily fixed upon the particular 
resource with which he is concerned that he disregards the fact that between 
the gross value of its production and the net value there lies the element of 
cost. The nemesis of this approach occurs when the costs neglected by one 
group of conservationists are the outputs of another group. Thus, for example, 
the forestry managers labor energetically to maximize the physical output of 
a forest. The wood so proudly produced is used, let us suppose, for pit props 
in the mining industry; but here the mineral conservationist, his own eye 
fixed with equal devotion upon the gross product of his own industry, values 
the pit props at zero! 

Where a large number of different resources (using this term in the broad 
sense of production factors) are scarce, the correct economic objective can be 
expressed as the maximization of the final output of all such resources taken 
together. If the marginal productivity of one resource is greater than another, 
total output can be increased by working the first more intensively and re- 
ducing the degree of exploitation of the second. We arrive therefore at the 
familiar proposition that the optimum is achieved when the marginal produc- 
tivities of the different factors are equal. Normally, this equation of marginal 
productivities will mean that each resource is used somewhat less than its 
maximum output. This does not mean that every resource is being partially 
wasted, though, unfortunately, it will always appear to the specific-industry 
conservationist that economic theory advocates a rate of use for Ais resource 
that is less than its capacity. 

The maximum final ouput of all scarce resources is meaningless if one 
attempts to define it in physical terms. Valuation of the physical outputs is 
necessary in order to permit such a diverse collection of things to be aggre- 
gated. Market prices, reflecting as they do the relative importance that con- 
sumers place on the commodities in question, convey to the value aggregate 
derived with their aid, the significance of reflecting (the qualifications need 
not here be entered upon) a measurement of general want satisfaction or 
social welfare. The principal point that concerns us in this connection arises 
from the fact that the market gives identical commodities or services different 
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values if they are located at different positions in time. Whatever the source 
of such temporal differences in valuation, they must be taken into account in 
dealing with the question of conservation, for conservation is essentially 
nothing more than an exchange of commodities or services over time. 

Whenever we begin to discuss the conservation question, analysis leads us 
back to this fundamental point. Conservation is investment. Its objective, like 
that of all investment, is to provide for the future by means of a sacrifice of 
present values. In and of itself however, the conservation of natural resources 
does not make increased provision for the future—if it is carried out at the 
expense of some other form of investment. If the conservationist does not 
argue, and he seldom does, that the nation’s total rate of capital creation is 
less than it ought to be, he must argue that its composition is incorrect. That 
is to say, he must feel that investment in saving or augmenting the stock of 
the resource in question is more productive of future incomes than alternative 
forms of wealth creation. This is a question of fact rather than of theory. All 
that theory can do is formulate its conditions more precisely. In the context 
of a private enterprise economy, where resources are privately exploited, the 
degree of conservation carried on will depend upon the expectations of the 
resource owners. If the going rate of interest can be taken to reflect what may 
be earned by investment in other fields than conservation, conservation will 
be carried out whenever and wherever it promises a higher yield. The lower 
the rate of interest, therefore, the greater the degree of conservation. Whether 
the prospective yields of conservation investment are underestimated or not is 
an empiricai matter which is not, in principle, any different than the problem 
of estimating the prospective yield of any investment. 

There may however, exist conditions in the real world, and perhaps some 
that are peculiar to the natural resource industries, that make it rather un- 
likely that the private judgments and decisions of resource owners and users 
will lead to such a nice adjustment of conservation to alternative investment 
opportunities. It is here that the conservationist, even though he might grant 
all that has been said above, might yet find it necessary or desirable to use 
the regulatory powers of government to achieve a pattern of resource use 
different from that which would result from the competitive activities of pri- 
vate enterprise. The following section is a (necessarily brief) survey of the 
most important considerations of this sort. 


III 


It is desirable, first, to dispose of a false issue that has affected the discus- 
sion of conservation in the United States from the beginning of the movement. 
The history of the American conservation movement is inseparable from the 
history of anti-trust sentiment, propaganda, and legislation. The basis of this 
alliance is not to be found in any theoretical or empirical de‘nonstration that 








118 THE JOURNAL OF LAW AND ECONOMICS 


monopolies contribute towards a more rapid rate of resource use than would 
take place under competitive conditions. Indeed, the whole significance of 
imperfections in competition in economic theory is that they are seen to result 
in rates of output Jess than those which perfect competition would produce. 
Unless it can be argued that monopolies and trusts have an irrational predilec- 
tion for using natural resources in preference to other production factors, it 
would appear that they contribute to a greater degree of conservation and 
should be approved by conservationists. The historical nexus between the two 
movements is due to the fact that both stemmed from a single source—the 
anti-big business sentiment of the late nineteenth century. The fact that John 
D. Rockefeller, the largest single target of this adverse sentiment, was con- 
nected with a natural resource industry probably added some further strength 
to the connection. At any rate, in the public discussions of sixty or seventy 
years ago, the many attacks that were levied at “the exploiters” usually 
considered exploitation of the consumer, exploitation of labor, and exploita- 
tion of natural resources as all of one piece. 

The curious fact is that the truth of the matter is virtually the diametric 
opposite of that which connected monopolization with misuse of natural re- 
source. The most substantial characteristic of (some) natural resources which 
leads to their excessive exploitation is that it is difficult to alienate them from 
common use into exclusive private property. The difficulty of this, and the 
consequences stemming from it have been most widely discussed in the case of 
petroleum resources. Typically, an individual or a firm does not possess full 
ownership of an entire oil pool. The property right is confined to the drilling 
site and many independent drillers may sink their wells into the same pool. 
Under such conditions a race for oil is generated which is, necessarily, exceed- 
ingly wasteful. No single driller can “conserve” the oil for he does not own it, 
and what he may decide to leave for another day is free for the taking before 
that time by his competitors. Over-expansion of pumping capacity and over- 
exploitation of the oil stock inevitably follows. One observer of the petroleum 
industry has put the matter succinctly in the following illustration: “Given 
two thirsty, if not greedy boys, two straws, and one glass of lemonade, and 
you have the cosmos in microcosmos. It becomes a sucking contest in which 
the one who sucks the less is the bigger sucker !/”® Moreover, it might be added, 
the boys suck so hard that they get no enjoyment (net yield) out of the glass 
of lemonade. It is not merely wasteful, it is a total waste. The most direct solu- 
tion of this difficulty is unitized control, if not exclusive ownership, of each 
oil field. Unfortunately, American practices and legislation have gone far 
beyond this and have culminated in a considerable degree of trustification of 
the whole petroleum industry, thereby replacing the economic wastes that 


*S. B. Pettingil, Hot Oil, p. 72 (1936). 
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formerly resulted from an excessive rate of oil production with the inefficien- 
cies associated with too small an output. 

Closely related theoretically to the common property problem is the fact 
that the users of a resource may not bear, as private individuals, the full cost 
of their manner of exploitation, or, conversely, they may not be in a position 
to recap the full benefit of it. Thus it has often been remarked that a farmer 
would be more anxious to practice contour plowing if the top soil lost from his 
land came to rest in his own drainage ditches. Or he might grow his boundary 
wood lot taller if he took into account the benefit his neighbors receive from 
its function as a wind-brake. Such considerations raise the important question 
of the divergence between private and social costs and benefits. It is a ques- 
tion which is as relevant to conservation decisions as to any other aspects of 
economic activity. It is, however, too large and complex a problem to be 
entered upon here, beyond merely enumerating it as one of the causes of the 
departure of actual resource exploitation practices from the theoretical ideal. 

While many resources are typically exploited by large concerns which do 
not have any difficulty in finding the financial resources to carry on a pro- 
gramme of utilization extending over a long span of years, the role of the 
small producer in the resource industries is not yet negligible. The fact that 
the market for capital funds, and other markets too, contain certain “imper- 
fections” so far as the small operator is concerned, may result in patterns of 
resource use that do not have the time distribution that is the optimum one 
for the economy at large. Thus, for example, a farmer’s wood lot may be 
increasing in value at the rate of, say, ten percent per annum and, with a 
general interest rate of, say, five per cent, it is desirable that the trees be left 
to grow. If the farmer’s cash needs are pressing, the economy would be better 
off (and the farmer, too) if he borrowed funds at five per cent, or sold his 
wood lot standing at the discounted value of its expected future yield. But if 
both of these alternatives are closed to him because the capital markets or 
the product markets will not make such transactions or will only make them 
exceptionally at very high rates of interest, he may be forced to cut the trees 
since the market for logs may be the only one through which he can liquidate 
his asset. The economy thereby loses an asset growing at ten per cent per 
annum, while the rate of yield on investment in general is only five. This is 
the element of truth in the contention of some conservationists that small 
scale private operators are “short-sighted” in their production plans. 

To the last has been left a set of considerations which have played a larger 
part in the writings and speeches of conservationists than all others combined; 
but, curiously, they are considerations that are mot matters of conservation, 
at least as it has been defined in this paper. Scientists are able to recount 
many instances of man’s unwise interference with nature. Biologists tell of the 
effort to destroy wolves which leads to an increase in the deer population 
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which leads in turn to excessive cropping of green cover, the final result of 
which is to turn a rich forest area into meagre scrubland. Soil chemists tell of 
irrigation projects in which the larger supplies of water draw up the subsoil 
salts and turn productive farms and orchards into barren deserts. Engineers 
tell of the groundwater projects that unexpectedly go to salt. These are dra- 
matic illustrations and, deservedly, have excited much concern. Fundamen- 
tally however, their root cause is ignorance of important facts. Though they 
are the emotional backbone of much of the conservation movement, the wastes 
they denote are on the same plane as, say, those which result from a boiler 
explosion in a manufacturing establishment. They are not a matter of “con- 
servation” in the sense of involving policy decisions concerning the time dis- 
tribution of a resource’s services. It is courting disaster to interfere extensively 
with the balance of nature without the advice of the ecologist; but it is no 
smaller folly to build a boiler without consulting the engineer. Ignorance is 
a great source of poverty, perhaps indeed the only ultimate source of human 
poverty. Unnecessary and willful ignorance, naturally enough, makes this 
poverty especially hard to bear. The only cure for ignorance, however, is 
knowledge, and one makes the leap, as many conservationists do, from the 
great errors of the past to the decision that resources must always be pre- 
served in their virgin state, only at the risk of substituting a new set of blun- 
ders for the old. 


IV 


The most distinct conclusion for policy that seems to emerge from an 
analysis of the conservation problem is that very little governmental inter- 
ference of an explicitly conservationist nature is called for. Better results 
would appear to follow from activities designed to correct the institutional 
defects described in the preceding section, so that the private decisions of 
resource users are more likely to approximate to the social ideal. This is not 
meant to infer that such institutional developments are easy to bring about; 
they are, on the contrary, very difficult, but they are also more fundamental, 
and give promise of more enduring and satisfactory solutions. 

Insofar as considerable misuse of natural resources stems from scientific 
and technical ignorance, the only remedial policy would seem to lie in efforts 
to increase our knowledge of both theoretical and applied science. This is not 
so much a matter of institutional arrangement as it is a question, like conserva- 
tion itself, of the magnitude and direction of the nation’s capital investment. 
Just as, as has been recently so dramatically demonstrated, we can build space 
satellites by devoting large amounts of resources to the conquest of the rele- 
vant technical problems, so we can increase the fruitfulness of man’s use of 
nature by what is fundamentally the same process. It is largely a question of 
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what kind of scientific progress the nation wants and how much present enjoy- 
ment it is prepared to sacrifice for it. 

The problem of the “shortsightedness” of small producers due to inability 
to borrow on or liquidate resource assets at satisfactory prices is one which 
can only be solved by greater development of the markets for capital funds 
and for certain commodities. The difficulty of providing borrowing facilities 
for small producers has exercised a great deal of concern, and there are 
already in existence numerous special financial agencies devoted to the pro- 
vision of such funds. Governments have already been quite active in the pro- 
motion and support of such agencies, and it seems unlikely that much addi- 
tional exhortation in this direction is necessary or desirable. The development 
of facilities to enable farmers to sell standing wood seems to be hampered 
principally by legal difficulties. If the purchaser is to be free to cut when he 
sees fit, the farmer must, in effect, give a lease of indefinite duration both to 
the land on which the trees grow and to the necessary access roads. Needless 
to say, this is very difficult to arrange, and perhaps would involve greater 
legal and administrative costs, and uncertainties, than the extra wood value 
is worth. At any rate, the growth in the size of farms and the increased access 
to financial resources in other ways are making this a problem of steadily 
diminishing importance. 

It is the common property problem and the divergence between private and 
social costs and benefits that seem to be most worthy of the application of 
administrative and legal ingenuity. If some way can be found to make pro- 
ducers bear all the costs of their activities, and reap all the benefits, without 
resorting to a costly process like civil actions in courts of law, the pattern of 
resource utilization could perhaps be much improved. Similarly, if a simple 
and satisfactory method could be found for alienating common property re- 
sources without creating product monopolies, some very vexing problems 
would thereby be solved. Fortunately or unfortunately, we seem destined to 
attempt to devise such solutions first in the case which is probably the most 
difficult one of all—the ocean fisheries. This is not only a common property 
resource but one which, by established international law, is frequently shared 
by several, or even many, sovereign states. Fisheries rights are, of course, 
only a part of the territorial waters question, which is currently exciting much 
attention. This discussion is worth the careful attention of natural resource 
experts, however; if a satisfactory solution can be devised in this case, the 
problem of developing satisfactory tenure arrangements for other resources 
that are now common property would be well in sight. 
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A NATIONAL news magazine recently headlined a story on the farm prob- 
lem: “5 billions for Farmers.” While the figure substantially exaggerates the 
net costs of the many farm programs, it does highlight the extent of the 
involvement of the government in farm affairs. The outflow of federal govern- 
ment money to farmers will probably rise rather than decline over the next 
few years as the so-called soil bank program, with its authorization of annual 
payments of $1.2 billions, comes into full scale operation. 

While agriculture has received some type of special attention from govern- 
ment since the establishment of the federal government, programs of the 
present scale date from 1929 with the establishment of the Federal Farm 
Board and from 1933 with the emergence of a large number of New Deal 
agencies and programs. The land grant system of agricultural and mechanical 
colleges (1862), research grants (1887), extension service (1914), federal 
land banks (1916) and the federal intermediate credit banks (1923), all 
antedate the Federal Farm Board. Federal costs for these programs and other 
long time activities of the U.S. Department of Agriculture, such as crop and 
livestock estimates, inspection, disease and pest control and certain general 
administrative costs amounted to a little more than 6 per cent of the total 
costs of agricultural programs in fiscal 1955.1 The rest of the costs were for 
programs started since 1929 and were largely the consequence of price sup- 
port operations and the disposal of agricultural products accumulated through 
price support programs. 

The purpose of this paper is not to appraise the present farm programs or 
those of the recent past. Instead, I wish to determine whether there are 
grounds for the special and extensive attention which the federal government 
is now lavishing upon agriculture. In other words, are there one or more 
aspects of agriculture that differentiate it from other types of economic activity 
and thus may warrant governmental intervention? With the present degree of 
government interference in many phases of economic activity, this is not an 
easy question to answer. Even if we ignore the tariff, there are many tech- 
niques now in use as a means of influencing the development oi various 
sectors of the economy. Some are found in the federal corporate income tax 


*F. D. Stocker, Governmental Costs in Agriculture, The Concept and Its Measurement, 
US. Dept. of Agric., A.R.S. 43-28, p. 25 (May, 1956). The total cost for all agricultural 
programs was about $2.5 billions. 
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structure—accelerated amortization, depletion allowances of mineral indus- 
tries. Shipbuilding and ocean shipping are subsidized by various means. A 
limited amount of Lousing is subsidized. In recent years the stockpiling of 
certain minerals and raw materials has acted to maintain market price and 
encourage production. 

The growth of governmental intervention in agriculture is not a unique 
American phenomenon. Almost all of the major industrial nations have 
adopted programs, especially since World War I, designed to aid agriculture 
in one manner or another. Perhaps the extreme case is that of the United 
Kingdom where in recent years the net governmental expenditures on agri- 
cultural and food subsidies have approximately equalled the net income of 
farm operators. For the U.S. to reach the same relative position would imply 
an increase in net governmental costs to about four times the level of the 
1955 fiscal year. 

In this essay I shall restrict my comments to the particular position of the 
United States and its agriculture. Seven major lines of argument have been 
used to justify various types of governmental aid to agriculture. The seven 
will be considered in turn. They are: 


1. Depressions are farm-led and farm-fed. 

2. Industry and labor are organized; agriculture needs governmental aid to offset 
their monopoly powers. 

3. Almost all farms are small; there are certain activities that these farms cannot 
carry on efficiently. 

4. Farm peuple are confronted with a great deal of economic instability. 

5. Agriculture is and will continue to be a declining industry, as measured by the 
level of labor employment. 

6. Farm incomes are too low. 


. A large and productive agriculture is required for military and strategic reasons. 


I. Depressions ARE CauseD BY AGRICULTURE 
A former Secretary of Agriculture, Mr. Charles Brannan, declared: 


Most depressions have been farm-led and farm-fed. Farm prices traditionally go 
down before, faster and farther than other prices. On the down swing of the business 
cycle, farm people are the major early victims of a squeeze. As their income and, 
therefore, purchasing power is cut by low prices or production failure, industrial 
producers find a contracting market for their production. This throws workers out 
of jobs. They in turn spend less for farm products, which in turn forces down farm 
prices, and farm purchasing power is further cut. 

I don’t mean to say that declines on farm prices are the sole cause of depressions, 
but they certainly contribute greatly and would do so more now than in the past 
because agriculture has become a bigger customer of industry. 

*See Agricultural Adjustment Act of 1949, Hearings, Subcommittee of the Senate Com- 


mittee on Agriculture and Forestry on Sen. 1882 and Sen. 1971, 81st Cong. ist Sess. 31-2 
(1949). 
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The view that the rest of the nation cannot be prosperous unless agriculture 
is prosperous goes back to the beginnings of our nation and has been and still 
is widely held. Many presidents have accepted this view, from Jefferson to 
the present incumbent of that office. Businessmen and financial advisers have 
similarly accepted it. Bernard M. Baruch said in 1921: 


Agriculture is the greatest and fundamentally the most important of our American 
industries. The cities are but the branches of the tree of national life, the roots of 
which go deeply into the land. We all flourish or decline with the farmer.’ 


The most extreme form of the argument that national prosperity depends 
upon agriculture is perhaps the following: 


Unless Congress recognizes the simple fact that each $1 of gross farm income 
generates $7 of national income, theory and legislation resulting from theories can 
easily legislate the United States into bankruptcy and chaos. On the other hand, if 
Congress will use it as a yardstick, there is no reason why the United States should 
ever have a depression.* 


The latter statement rests upon the fact that for a fairly long period of time 
(from about 1929 to 1950) national income was approximately seven times as 
much as gross farm income, with only moderate departures from this ratio 
from year to year. Thus a statistical relationship was transformed into a 
cause and effect relationship, with the cause being farm income and the effect 
being national income. The exact converse could be deduced, namely that for 
each $7 change in national income, gross farm income changed by $1. It could 
also be pointed out that certain other sectors of our economy have exhibited 
a similar close correspondence between the income of that sector and national 
incomes. One such sector happens to be the fishing industry. If the same line 
of reasoning could be applied it obviously would be much easier to maintain 
national prosperity by subsidizing the fishing industry since its gross income 
constitutes less than one per cent of the national income. 

One could present many statistics that would, at least for some, throw 
doubt on the view that changes in agricultural prices and incomes are respon- 
sible for changes in national income. For example, there has been a fairly 
steady decline in the percentage of gross farm income of national income from 
about 23 per cent in 1910 to almost half that today, yet national income, in 
real terms, has trebled. But the argument cannot be proved or disproved by 
simple statistical comparisons. This is true because we live in an economy 
with strong interrelationships among the various parts of that economy. Thus 
a decline in national income will almost certainly be accompanied by a decline 


* Some Aspects of the Farmers’ Problems, 138 Atlantic Monthly, 112, (July, 1921). 


* Testimony by Carl H. Wilken, 1949 Extension of the Reciprocal Trade Agreements Act, 
Hearings, House Committee on Ways and Means on H. R. 1211, 81st Cong. 1st Sess. 377 
(1949). 
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in farm income and in the income from the production of steel, automobiles, 
movies, and confetti. In some cases, the relative declines will be more than in 
the national income; in others, less, and in some, almost the same. But, de- 
pending upon the particular characteristics of the commodity, there will be a 
fairly consistent pattern of changes relative to national income. By the cri- 
terion used above in the $1 to $7 analogy, many sectors of the economy could 
be found to be strategic factors in causing depression or prosperity. This is 
why simple comparisons of statistical series will not provide us with much 
insight concerning the role of agriculture in national economic stability. 

Let us try to trace through the effects of important changes in agricultural 
incomes upon the rest of the economy. These changes can occur in a relatively 
short period of two or three years either because of changes in production or 
changes in demand. Compared to most other parts of the economy, farm 
production in the aggregate is remarkably stable. In the last 45 years, the 
largest change in the volume of farm marketings and home consumption from 
one year to the next was 12.5 per cent; only two other changes exceeded 10 
per cent. Over 90 per cent of the year-to-year changes have been less than 
5 per cent, and these are small year-to-year changes compared with steel, 
automobiles or other durable goods. In the United States changes in farm 
production are too small to have any significant effect on general business 
activity. 

Farm prices, responding mainly to changes in demand, do change a great 
deal from year to year. Most of the changes in gross farm income are due to 
changes in prices since the quantity sold changes little from year to year. It 
is at this point that a crucial difference between agriculture and many other 
parts of the economy becomes apparent in terms of effects of declines in in- 
come upon the level of incomes in the rest of the economy. When farm prices 
decline, as they did by about 55 per cent between 1929 and 1932, output 
changes little if at all. Thus the economy as a whole has as large a volume 
of farm products available for use after prices have dropped as before. The 
major change is that consumers pay less for the same amount of food and 
farmers receive less. The loss to farmers is approximately equal to the gain to 
consumers. Thus it is correct to say that no income is lost in the process. 
Farmer have less to spend; the rest of the population has more to spend after 
purchasing the same amount of food. 

When the demand for housing (or any other investment good) declines, the 
effects are very different. Housing construction is not paid for out of current 
income; it is paid for out of accumulated assets and expected future savings. 
When housing demand falls, the income from housing construction and in 
industries supplying building materials falls. Contrary to the case of farm 
products, there is no significant offsetting gain in consumer expenditures for 
other products. This is because the housing is not being paid for out of current 
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income. Thus a decline in the demand for housing can start a cumulative 
process which can lead to falling national income and rising unemployment. 

The above argument with respect to housing should not lead to the con- 
clusion that every decline in the amount of housing construction will lead to 
unemployment and declining national income. Housing construction declines 
may be offset by increases in construction elsewhere in the economy, as was 
the case in 1956 compared to 1955. The conclusion is valid only if the decline 
in demand for new housing is not offset by any increase in demand for any 
other type of investment. 

It should also be noted that a decline in farm income will have disadvan- 
tageous effects upon those producers in the economy who receive much of their 
income from selling to farmers, such as farm machinery manufacturers and 
machinery dealers. To a large extent, however, these losses are offset by gains 





of firms that produce for or seil to the non-farm population which has more 
income to spend upon non-farm products. 

There is little or no basis for government aids to agriculture on the ground 
that depressions originate in agriculture. The reasoning underlying such a 
position is surely faulty. However, this conclusion does not imply that there 
is no basis for some special measures for agriculture as a part of a general 
program of anti-depression measures. While major reliance should be placed 
upon general monetary and fiscal 


measu 





is and infla- 
tion, if a depression should occur and governmental expenditures are used as 


res to prevent depressi 





a means of increasing the overali level of demand, there is as much basis for 
channeling some of the expenditures directly to farm people as there is for 
paying unemployment compensation or engaging upon a public works pro- 
gram. But nothing said here should imply that there is any basis for a pro- 
gram designed to prevent any and every decline in farm income, and especially 
to prevent those declines that represent adjustments to changes in demand or 
in relative costs of producing agricultural products during periods of full 
employment. 


II. InpUSTRY AND LABor ARE ORGANIZED; AGRICULTURE NEEDS 
GOVERNMENT Alp To Orrset THEIR Monopoty Powers® 
The farmer is 
pictured as selling in a market dominated by the large meat packing firms, 


This is a persuasive argument, at least to many people. 


canneries, flour mills, and other firms presumed to possess monopoly powers, 
while buying in a market dominated by large farm machinery firms, fertilizer 
*Since this section was written, Prof. Kenncth 
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companies, and General Motors. The farmer has no control over the prices 
at which he sells, while elsewhere in the economy, producers set their prices 
at the level they desire. Many farmers are also convinced that labor legislation 
has allowed organized labor to obtain more or less any wage desired, resulting 
in higher costs of processing agricultural products and thus lower prices for 
farm products and in higher costs and prices for the products bought by farm 
people. The answer seems to be that since farmers cannot organize themselves 
to obtain similar monopoly powers, the government should provide the neces- 
sary assistance to permit the farmers to create that power. Price supports. 
acreage limitations and marketing quotas may be viewed as devices to give 
farmers a degree of monopoly power; so can marketing agreements in many 
fluid milk markets which are supervised and enforced by the federal govern- 
ment. 

One counter argument to this view is that the appropriate way to fight 
monopoly in one part of the economy is not to create another monopoly, but 
to destroy the monopoly which exists. To use an analogy, nothing is gained by 
creating an additional monopoly since the farmers may find that, though they 
may be getting a larger piece of the total national income pie, the pie has so 
shrunk in size that the actual piece of pie is no larger than before. This anal- 
ogy, like most analogies, has its defects. The larger share of the smaller pie 
may, in fact, be greater than the smaller piece of the larger pie. The analogy 
also implies that it is possibie to break up monopolies elsewhere in the econ- 
omy; farmers may well remain skeptics on this point. 

There are two other lines of argument that are more appropriate, though | 
am not sure that they are any more convincing. The first is that the degree 
of monopoly which exists in the rest of the economy is greatly exaggerated. 
The second is that there is no evidence that farmers can gain economic bene- 
fits over a period of time from the measures adopted to offset the presumed 
monopoly powers elsewhere in the economy. 

1. First, the power of jJabor unions to raise wages cannot be demonstrated 
by a comparison of wages in the unionized and the non-union sectors, except 
perhaps for unions that involve no more than 4 million workers. Second, since 
the relative wages of union workers have not increased relative to non-union, 
the second major goal of unions—the maintenance of full employment—is 
clearly inconsistent with labor receiving a larger share of the total national 
income than would be true in the absence of the unions. Third, most of tle 
markets in which farmers sell their products, with the exception of fluid mikk 
markets and perhaps tobacco, are quite competitive with a large number qf 
buyers, including buyers representing markets from all over the world. The 
agricultural processing industries have not been singularly profitable in th 
past decade. Over the past several decades the so-called Big Four of the meat 
packers have suffered a substantial reduction in their share of total livestock 
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slaughter and two of these firms have paid no dividends on their common 
stock for several years. 

2. The second point, namely that farmers have not been able to gain from 
efforts to give them monopoly power, is the most weighty one. The nature of 
agricultural production is such that efforts to create a cartel under guidance 
and subsidy from Washington will almost certainly lead to disappointing re- 
sults. There is no way to restrict entry into agriculture. Thus if a program 
were to result in higher returns for agriculture through price supports and 
acreage restrictions, potential producers will attempt to enter the field. One 
way that this can be done is to buy land which has attached to it the right 
to produce the particular commodity. After a fairly short time land prices will 
be bid up and new producers will find that it is no more profitable to produce 
this particular crop than a number of others. This is not a hypothetical case, 
but is essentially what has happened in tobacco, where acreage controls, mar- 
keting quotas, and price supports have been maintained for two decades. 

It should be remembered by those who want greater emphasis upon price 
supports and production limitations that these measures were used during the 
recent years of declining farm income. While these measures may have 
stemmed the fall of farm incomes somewhat, they certainly have not provided 
the panacea that was hoped for. 


III. Farms ArE SMALL; GOVERNMENT Must UNDERTAKE ACTIVITIES 
TuHat SMALL Firms CANNoT MAINTAIN 


American farms are small, have been small in the past, and if present trends 
continue will remain small in the future. Small is, of course, a relative term. 
Large scale farms have been defined as farms with over $25,000 in sales and 
in 1950 there were 103,000 such farms; these constituted less than 3 per cent 
of all commercial farms.® The average total payment for hired labor for the 
year 1949 was about $9,000 for these 103,000 farms.* In April of 1950 less 
than 16,000 farms had 10 or more hired workers; the majority of the com- 
mercial farms had no hired workers.*® 

The small size of farms justifies governmental support of research on farm 
production techniques, information activities about marketing conditions, and 
the maintenance of an extension service to bring available knowledge to the 
attention of farmers and help them to utilize that knowledge effectively. Meas- 
ured by willingness to adopt new methods of production, American agriculture 
has been extremely progressive. Its record compares favorably with that of 
manufacturing. Much of the credit for the rapid advances achieved must be 
given to the experiment stations and agricultural colleges supported by the 


° Table 19, U.S. Census of Agriculture, 2 General Report 116 (1950). 
* Table 1, ibid., at 1124. * Ibid. 
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state and federal governments to undertake research and train individuals in 
the sciences especially important to agriculture. The extension service has also 
played a significant role in making the information available to farmers. The 
individual farm is too small to organize research on most problems that ave 
important to it. The research has to be done by an agency larger than the 
farm, and the particular techniques adopted in the United States have paid 
very large returns for the relatively small expenditures involved. These ex- 
penditures have meant more and cheaper farm products; as consumers, we 
have all gained. 


IV. FArM PEOPLE ARE CONFRONTED WITH Mucu Economic INSTABILITY 


The income of an individual farm family varies a great deal from year to 
year. This is due to two things. First, farm prices fluctuate over a much wider 
range than do wage rates or the prices of most other products, except some 
mineral raw materials like copper. Second, the output of a given year is sub- 
ject to many influences beyond the control of the farmer—the weather, dis- 
eases, insects and pests. Sometimes the gods of chance smile on him and a 
large production coincides with favorable prices; other times the opposite 
occurs. The higher degree of instability makes planning of farm operations 
and family consumption difficult. 

I am not certain how much farm people dislike the risk which confronts 
them. We do know that federal crop insurance, which is designed to remove 
part of the risks from natural hazards affecting yields, has not been widely 
accepted by farmers even though the premiums have never covered the actu- 
arial risks involved. On the other hand, many farmers do insure against cer- 
tain specific risks, such as hail damage. 

Available evidence supports the view that when the price risks are reduced 
by a government price support program farmers do produce more than they 
would for the same average price in a free market. This stems from the fact 
that with the reduction oi price risks greater quantities of some production 
items, such as fertilizer, are used and investments are made in machinery that 
would not be made if the chances of loss were greater. Several years ago I 
outlined a method of reducing and transferring the price risks of farming, 
calling the method forward prices. The basic idea was that the government 
would estimate the price of product prior to the time the most important 
production decisions were made and then to guarantee to the farmers a large 
fraction of ‘hat estimated price when the product was actually sold several 
months hence. There are economic difficulties with this scheme, especially 
arising out of errors in the estimates of future prices. Nonetheless, I felt then 
and I feel now that such a scheme could result in more efficient agricultural 
production. 


*D. Gale Johnson, Forward Prices for Agriculture (1947). 
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One basic objection to the proposal is political; the pressure to estimate 
prices at levels that are too high would be ever present. Whether any methods 
can be devised for protecting the administrators of such a program from these 
pressures is uncertain. If prices are set too high, the gains from reducing the 
price risks would soon be offset by inducing too much production of agricul- 
tural products, which is the situation to which price supports have now 
brought us. 

The instability of farm incomes provides grounds for some kind of govern- 
mental intervention in agricultural markets. But the gains to the economy are 
not so large that they cannot soon be dissipated by misguided efforts to “try 
to help the farmer” through overdoing a good thing and setting prices at levels 
above those that would equate supply and demand. I should point out that 
I do not see any substantial political support for the views expressed in the 
previous paragraphs. 


V. AcGrRicuLtuRE Is A DECLINING INDUSTRY 


Since about 1915 farm employment has been declining more or less con- 
tinuously, and while employment has declined by more than 40 per cent, 
output has increased by about 80 per cent. Thus decline in employment has 
not meant stagnation, but it has meant that the migration from farms to cities 
has had to continue at a rapid pace throughout the past 40 years. Since 1910 
the net migration from farm to non-farm areas has been about double the 
present farm population of 20,000,000. The high rate of migration has been 
required more by the relatively high fertility of the farm population than by 
the decline in the number of profitable job opportunities in agriculture. But 
the two factors taken together have meant, and will continue to mean, that 
if farm earnings are to come into balance with non-farm earnings for people 
of comparable skills and capacities net migration rates of perhaps 5 per cent 
per annum will be required for some time to come. 

An industry in which employment is continuously declining is always con- 
fronted with difficult adjustments. Many people must change to very different 
types of work. If a declining industry is located in a diversified urban area, 
the adjustment problem is simplified by not hiring new workers and thus 
employment decreases with retirements and quits. But agriculture, organized 
as it is around family farms, has a more or less built-in training system that 
trains almost every male youth in the farm families as a farmer. Thus the 
rather impersonal process of not hiring new workers does not function, and 
farm youth must make a positive decision not to be a farmer. Furthermore, 
when a farm person decides to change occupations, he usually must change 
location and move away from familiar surroundings which may increase his 
reluctance to move to more remunerative employment. 

The necessity for a continual movement of workers trained for farming to 
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uther occupations means that the returns to workers in agriculture must re- 
main somewhat below the level in occupations requiring comparable workers. 
Because of the inherent difficulties of measuring and comparing farm incomes 
with non-farm incomes, we do not know how large a differential is required 
to induce a million people a year to move away from farms. 

I would argue that the government might well play a valid role in mini- 
mizing the difference in earnings required to achieve a given rate of migration. 
Perhaps the most appropriate role that the government could perform would 
be that of supplying adequate and reliable information. Under present cir- 
cumstances, information about job opportunities in the non-farm economy is 
extremely difficult for a farm youth to obtain; the most common source is 
from relatives or friends who have moved to a certain area. The state employ- 
ment services, as now organized, are essentially designed to meet the needs 
of urban people. Undoubtedly, their efforts could be expanded to meet more 
fully the needs of farm people. However, this would require close liaison 
between services of several states since much interstate movement is involved. 
Whether additional information alone would be adequate to reduce the dif- 
ference between farm and non-farm earnings to an acceptable level, is uncer- 
tain. Finding jobs before a person leaves the home community; loans or 
grants to finance the movement for families might also have merit. 

My colleague, Professor T. W. Schultz, has dramatized the need for some 
measures to speed up the flow out of farming by suggesting that the govern- 
ment establish homesteads in reverse by making a substantial payment to a 
farm family now actively farming which moves to a nonfarm area and takes 
a nonfarm job. The homestead idea was used to settle a large part of the 
United States. Perhaps it might also be used to “unsettle” agriculture. In any 
case, it seems clear that it would be much more economical to approach the 
farm problem by this route than by the present expensive, but almost wholly 
ineffectual, methods. 


VI. Farm Incomes ARE Too Low 


Probably the most frequent reason given for special governmental pro- 
grams for agriculture, especially the price support and allied measures, is the 
low income level of farm population compared to non-farm population. Since 
World War II, farm per capita income has ranged from 45 to 63 per cent of 
nonfarm per capita income. The lower figure was for 1956 and the higher for 
1948. In 1957 the corresponding figure was 49 per cent. What does such a 
comparison mean? It means very little as an indication of whether farm in- 
comes are high or low. An obvious, but incorrect, implication of such a com- 
parison is that the per capita incomes should be the same if farm people were 
to be as well off as nonfarm people. Such a statement has about as much mean- 
ing as the statement that families with a head aged 65 or more ought to have 
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the same income as families with a head aged 40 to 50 years, or that manual 
laborers in manufacturing should have the same incomes as craftsmen and 
foremen in manufacturing. 

Any comparisons of the incomes of two or more groups always implies 
certain assumptions about the degree of comparability of the groups and the 
income that they receive. Certain questions must be answered before any 
legitimate comparisons can be made. 

1. Will each of the dollars of income that are being compared actually pur- 
chase the same amount of goods and services? In other words, does the income 
which is earned by the farm population have more purchasing power per 
dollar than does a dollar earned in a city? Farm income, as presently calcu- 
lated, includes an estimate of the value of home-produced and consumed 
food. This food is priced at the price which the farmer would receive if he 
sold it. At the present time, the farmer receives less than 40 per cent as much 
for his products as the city consumer pays at retail. Thus if the farmer pur- 
chased these same foods at retail, he would have to pay approximately two 
and one half times as much for them as the value placed on them in estimating 
his income. A careful study made by Mr. Nathan Koffsky, based on data 
collected in 1941, indicated that a dollar of income of the farm population had 
a purchasing power of about 25 per cent more than a dollar earned in an 
urban setting.’° While this result is probably not exactly applicable to 1957, 
it would seem to be a reasonable approximation. 

2. Are the groups comparable with respect to age and sex and composition, 
the percentage of the population actually working, and education? We know 
that persons in the age group of 35 to 55 earn more than do persons older or 
younger. Likewise, on the average, men earn substantially more than women, 
and earnings increase with the level of education. Thus, if the two groups 
being compared are substantially different in these respects, the differences in 
incomes may be due to the differences in these and related characteristics. The 
farm population has a larger fraction of its working population in the age 
groups under 20 and over 65 than does the non-farm population. It also has 
a substantially smaller percentage of its total population in the labor force, 
33.5 per cent compared to 41 per cent. The farm group has, for each age 
group, about two or three years less schooling. Considering only persons in the 
labor force, differences in age, sex, and education would indicate that the 
average member of the non-farm labor force would earn about 15 per cent 
more than the average member of the farm labor force. 

3. Are the payments of direct taxes, principally income taxes, approximately 
equal for individuals of the same income level in the two groups? The federal 
income tax, which is the most important direct tax paid, taxes only money 


Nathan Koffsky, Farm and Urban Purchasing Power, in Studics in Income and Wealth, 
11 National Bureau of Economic Research 151, 156-72 (1949). 
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income. Thus the nonmoney income of the farm population in 1955 equalled 
18 per cent of the total net income of the farm population and 27 per cent of 
the net income of the farm population received from agriculture. Other groups 
in the population, principally home owners, also receive nonmoney income 
that is not subject to tax, but such income is much more important to the 
farm population. For 1953 personal income taxes were 11.3 per cent of the 
non-farm personal income and 6.9 per cent of the net income of farm families." 

4. Is the relative importance of labor income in total income approximately 
the same? Contrary to general opinion, more capital is used per worker in 
agriculture than in the rest of the economy. In agriculture about 40 per cent 
of total income is return on capital, while in the economy as a whole, after 
payment of corporate income taxes about 20 per cent of total income is return 
on capital. Thus a larger share of the income of the farm population is re- 
quired as compensation for capital used than is true of the rest of the economy. 

Taking all of these factors into account, if the per capita income of the 
farm population was roughly 65 per cent of that of the non-farm population, 
the returns to workers of similar age, education, and sex would be approxi- 
mately comparable. While 65 is substantially above the 48 per cent that 
prevailed in 1957, the discrepancy is substantially less than when one naively 
assumes that the two incomes must be equal. 

Even if one believes that average returns to farm people are now lower 
than for comparable resources in the rest of the economy, as I do, this belief 
cannot be used to support just any measure designed to increase farm income. 
There is a great deal of diversity in farm income from area to area in the 
United States, a much greater degree of diversity than exists in urban in- 
comes. In 1949 there were perhaps a million farm families with able bodied 
male heads with net money incomes of less than $1,500. Most of these families 
are concentrated in the South and live on small farm units, deriving much of 
their income from cotton, tobacco or subsistence farming. Their market sales 
are small and changes in the level of prices have rather small absolute effects 
upon their incomes. There is no question that the low incomes of these million 
families represents an important economic and social problem. But there is 
also no question that their low incomes should not be included in an average 
which is then used as evidence for the need of a program whose benefits go 
primarily to farmers who have substantially higher incomes. 

In 1949 the 40 per cent of the farms making 88 per cent of the total farm 
sales, and which would receive at least that large a share of the net gains 
from a price support program, had average incomes somewhat higher than the 
average incomes of non-farm families. Since that time the average income of 
these families has increased by about 10 per cent, while the incomes of non- 


“Non-farm estimated by author; farm from F. D. Stocker, The Impact of Federal In- 
come Taxes on Farm People, U.S. Dept. of Agric., A.R.S. 43-11, p. 13 (July, 1955). 
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farm families have risen by 30 per cent.’* But if one takes into consideration 
the differences in the purchasing power of income, the income spread is now 
not very large. 

While the concentration of low incomes in certain rural areas may well 
justify governmental programs to meet the problems of the farm people in 
those areas, the existence of these low incomes is not an adequate basis for 
the present expensive farm programs which. are not designed to solve their 
problems. The incomes of the farm families that receive most of the income 
gains from price supports and the soil bank are not so low that they can be 
said to constitute an important social or economic problem. 


VII. A LARGE AND PRODUCTIVE AGRICULTURE Is REQUIRED 
FOR MILITARY AND STRATEGIC REASONS 


There can be little question that many nations in the world have subsidized 
their agriculture as a means of insuring a supply of food in case war disrupts 
the normal channels of trade. The very solicitous treatment that the English 
farmer has received from his government since World War II is probably in 
large part based on the precarious position in which Britain might find itself 
in another war with respect to its food supply if it still relied as heavily upon 
food imports as during the first third of this century. Almost all of Europe, 
including the Soviet Union, has related its actions in agriculture to its actual 
or presumed military needs. 

The position of the United States is such that there seems little or no 
grounds for special agricultural measures to increase total agricultural pro- 
duction for military or strategic reasons. With or without a system of price 
supports and related aids to agriculture, our farm output is going to continue 
to expand. The use of more fertilizer, advances in animal nutrition, supple- 
mental irrigation in the relatively non-humid areas, improvements in plant 
varieties, more effective methods of controlling plant and animal diseases and 
other changes not now known will contribute to an expanding output. As we 
have discovered in the past, a decline in the farm labor force is consistent with 
increasing output as farmers substitute power and machinery for labor. 

The United States is a major exporter of a number of food and fiber prod- 
ucts—wheat, rice, cotton, tobacco, and a wide variety of other products. We 
are a major importer of sugar and a considerable number of sub-tropical and 
tropical products such as coffee, bananas, and spices. We are also a large 
importer of wool and jute. The variety and overall excellence of our diet, 


See Johnson, Comparisons of Farm and Non-farm Incomes, Farm Policy Forum, pp. 
2-7 (Spring, 1956) ; Koffsky and Graue, The Current Income Position ef Commercial Farms, 
in Joint Economic Committee, U.S. Cong., Policy for Commercial Agriculture, p. 87 (Nov. 
22, 1957). 
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especially the heavy emphasis upon livestock products, means that the popu- 
lation could be relatively well fed even if aggregate agricultural output fell 
sharply as a result of war. Synthetic fibers provide reasonably satisfactory 
substitutes for almost any natural fiber now in use. 

In adopting measures designed to increase agricultural output for military 
or strategic reasons, we must always recognize production somewhere else is 
reduced. The farm worker who is induced to continue producing cotton could 
and probably otherwise would contribute to the production of airplanes, 
guided missiles, or related items. Thus before concluding that more farm out- 
put is a good thing, we must consider the cost in terms of the alternative 
products that are lost in order to get more farm products. When this com- 
parison is made, my conclusion is that there is no justification for producing 
more agricultural products than would be provided in the ordinary course of 
events through equating the demand of consumers and the amount farmers 
would be willing to supply. 

There may be some basis for maintaining stockpiles of certain agricultural 
products as a safety measure. But it seems unlikely that the size of these 
stockpiles would be as large as the quantities of certain farm products now 
held by the government. Government owned or controlled stocks equal one 
and one-half years of domestic food and seed use of wheat, a third of a year’s 
corn production, and about 7 months domestic mill use of cotton. And it 
should also be remembered that when we add to our stockpiles of these prod- 
ucts, we are sacrificing the output of other products that may have equal or 
greater value for military and strategic reasons. 

t is worth noting that our present and past policies which have led to the 
accumulation of large stocks of many agricultural products and a continuing 
excess of production relative to market demand at the supported prices is a 
negative strategic factor at the present time and is likely to continue to be so. 
These programs prevent normal economic and trade relations with many 
nations, particularly the underdeveloped nations that we would like to attract 
to our political position in the present contest between communism and the 
free world. This is true for two reasons. First, our price supports and accumu- 
lated stocks have led us to engage in large scale export dumping of wheat and 
cotton and the use of foreign aid funds to dispose of significant quantities of 
these and other agricultural products. These actions have limited the access of 
many nations to markets that might otherwise have been theirs. Examples are 
Canada for wheat, Egypt, Mexico and Brazil for cotton, Burma and Thailand 
for rice, and Greece and Italy for dried fruits. 

Second, these policies have meant that we cannot, for economic or political 
reasons, provide a market for the agricultural products of many underdevel- 
oped nations. It is quite possible that even if there were no price supports on 
rice, for example, the U.S. would still be a net exporter of rice. But there is 
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no question that without the price support our production of rice would be 
less and the world market price somewhat higher. 

The Soviet Union’s economic and political position has been strengthened 
as a consequence of our domestic agricultural policies. This is probably a 
higher price than we want to pay for the continuance of these programs. 


VIII. Summary 


In this paper I have tried to analyze a number of reasons that are frequent- 
ly given as arguments for particular forms of governmental aid for agricul- 
ture. The seven reasons given include all of those that might in any meaningful 
way distinguish agriculture from the other sectors of the economy and thus 
might serve as a basis for a different relation between government and agri- 
culture than prevails elsewhere. No one or all of these considerations convince 
me that the present large scale program of price supports and other subsidies 
are any more warranted in agriculture than in almost any other part of the 
economy. 

Some of the characteristics of agriculture do imply a reasonable basis for 
some types of government aid to agriculture or the performance of a special 
set of functions by the government. The small size of farm firms has meant 
that government expenditures upon research and education has been for a 
function that farmers could not have satisfactorily performed. The high de- 
gree of instability confronting farmers may serve as a basis for actions de- 
signed to reduce that instability and thus permit greater efficiency in agricul- 
tural production. The difficulty exists, however, that most of the means to 
reduce instability are vulnerable to misuse in the American political scene. 

Finally, the fact that farm employment is declining and the continued 
existence of large areas where mast farm families have low incomes implies 
that the government could, with gain to the people who remain in agriculture 
and to the economy as a whole, institute programs that would reduce the cost 
of the labor transfer from farming into nonfarm occupations. 














PREDATORY PRICE CUTTING: THE 
STANDARD OIL (N,J.) CASE 


JOHN S. McGEE 
University of Chicago 


He [Rockefeller] applied underselling for destroying his rivals’ 
markets with the same deliberation and persistency that characterized 
all his efforts, and in the long run he always won.—IDA TARBELL. 


I. INTRODUCTION 


Te purpose of this paper is to determine whether the pre-dissolution 
Standard Oil Company actually used predatory price cutting to achieve or 
maintain its monopoly. This issue is of much more than antiquarian or theo- 
retic interest. Settling it is of direct importance to present anti-trust policy. 
At the very least, finding the facts should aid in defining certain hazy notions 
that now figure in discussions of monopoly and its control. 

The Standard Oil case of 19111 is a landmark in the development of anti- 
trust law. But it is more than a famous law case: it created a legend. The 
firm whose history it relates became the archetype of predatory monopoly. 

It is sometimes said that Standard Oil was influential because it revealed 
deadly and reprehensible techniques by which Monopoly on a heroic scale 
could be achieved and, probably more important, perpetuated. Historians tell 
us that the facts revealed in Standard Oil were in good part responsible for 
the emphasis that the antitrust laws came to place upon unfair and monop- 
olizing business practices. 

Perhaps the most famous of all of the monopolizing techniques that Stand- 
ard is supposed to have used is local price cutting. Given the bad repute in 
which monopoly has long been officially held in this country, and the promi- 
nence of predatory pricing in Standard Oil, it is not surprising that the prac- 
tice received special attention in the law. Monopoly was not new in 1911, but 
a predatory giant may have seemed novel. The vision of a giant firm that used 
a brutally scientific, and completely effective, technique for acquiring and 
maintaining monopoly must have aroused uncommon concern. Standard was 
invincible. Anything economists could say about the transience of monopoly 
must have seemed hopelessly unrealistic in view of the vigor and success with 
which Standard was said to have prevented entry. 

In any case, by 1914, in the Clayton Act, predatory price discrimination 
was included among a select group of business practices the character or effect 
of which called for explicit statutory prohibition. The Robinson-Patman 


* Standard Oil Co. of New Jersey v. United States, 221 U.S. 1 (1911). 
137 











138 THE JOURNAL OF LAW AND ECONOMICS 


amendment of 1936 lengthened the list, but certainly did not weaken the 
hostility toward local price cutting. Indeed, its legislative history and subse- 
quent interpretation reveal a continuing dread of the device. 

Predatory discrimination thus occupies a special and almost unquestioned 
place in law and economics. This has led to a certain amount of difficulty, 
especially in connection with the Robinson-Patman Act. Some critics claim 
that this statute unnecessarily restricts rivalry; thereby softening competition. 
Yet even the critics apparently fear that if we permit the helpful kind of 
discrimination we will encourage the lethal kind. Most are obliged to rely on 
the tenuous standard of intent to distinguish one kind from the other. 

This fearful ambivalence, in which the spectre of Standard Oil figures 
prominently, may be responsible for the continuing, and somewhat fruitless, 
arguments about the proper role of a “good faith” defense under Section 2(B) 
of the Robinson-Patman Act. It may also account for the popular view that 
disciplinary price cutting makes cartelization easier and its benefits more 
lasting. It surely has influenced thinking about small firms that face large 
rivals. 

For these reasons, a re-examination of Standard Oil may be worthwhile. 


II. Prepatory Price Cuttinc: SomME HyPpoTHESEs 


According to most accounts, the Standard Oil Co. of New Jersey established 
an oil refining monopoly in the United States, in large part through the sys- 
tematic use of predatory price discrimination. Standard struck down its com- 
petitors, in one market at a time, until it enjoyed a monopoly position 
everywhere. Similarly, it preserved its monopoly by cutting prices selectively 
wherever competitors dared enter. Price discrimination, so the story goes, was 
both the technique by which it obtained its dominance and the device with 
which it maintained it. 

The main trouble with this “history” is that it is logically deficient, and 
I can find little or no evidence to support it.” 

A brief examination of the logic of predatory price discrimination is helpful 
in interpreting the facts. In the beginning, oil refining in the United States 
apparently was competitive. Necessary capital was relatively slight, because of 
the modest quality demands imposed by consumer preferences and the primi- 
tive technological character of the refining process itself. The number of re- 

*I am profoundly indebted to Aaron Director, of the University of Chicago Law School, 
who in 1953 suggested that this study be undertaken. Professor Director, without investi- 
gating the facts, developed a logical framework by which he predicted that Standard Oil 
had not gotten or maintained its monopoly position by using predatory price cutting. In 
truth, he predicted, on purely logical grounds, that they never systematically used the tech- 
nique at all. I was astounded by these hypotheses, and doubtful of their validity, but was 
also impressed by the logic which produced them. As a consequence, I resolved to investi- 
gate the matter, admittedly against my better judgment; for, like everyone else, I knew 
tull well what Standard had really done. 
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finers was evidently large, since the Standard interests bought out more than 
a hundred of them. Standard Oil was not born with monopoly power: as late 
as 1870 it had only 10 per cent of the refining business. 

The usual argument that local price cutting is a monopolizing technique 
begins by assuming that the predator has important monopoly power, which 
is his “war chest” for supporting the unprofitable raids and forays. Evidently 
the technique could not be used until the Standard interests achieved the 
necessary monopoly power. Similarly, advantages from monopsonistic bar- 
gaining® would not be available until the buyer attained considerable stature. 

A simpler technique did exist, and Standard used it. Unless there are legal 
restraints, anyone can monopolize an industry through mergers and acquisi- 
tions, paying for the acquisitions by permitting participation of the former 
owners in the expected monopoly gains. Since profits are thus expanded, all 
of the participants can be better off even after paying an innovator’s share to 
the enterpriser who got the idea in the first place. 

Under either competition or monopoly, the value of a firm is the present 
worth of its future income stream. Competitive firms can be purchased for 
competitive asset values or, at worst, for only a little more. Even in the case 
of important recalcitrants, anything up to the present value of the future 
monopoly profits from the property will be a worthwhile exchange to the 
buyer, and a bountiful windfal! to the seller. 

It is conceivable that Standard did not merge to the full size it wanted, but 
did achieve whatever size was necessary to use predatory techniques to grow 
the rest of the way. How would it go about using them? Assume that Stand- 
ard had an absolute monopoly in some important markets, and was earning 
substantial profits there. Assume that in another market there are several 
competitors, all of whom Standard wants to get out of the way. Standard cuts 
the price below cost. Everyone suffers losses. Standard would, of course, suffer 
losses even though it has other profitable markets: it could have been earning 
at least competitive returns and is not. The war could go on until average 
variable costs are not covered and are not expected to be covered; and the 
competitors drop out. In the meanwhile, the predator would have been pouring 
money in to crush them. If, instead of fighting, the would-be monopolist 
bought out his competitors directly, he could afford to pay them up to the 
discounted value of the expected monopoly profits to be gotten as a result of 
their extinction. Anything above the competitive value of their firms should 
be enough to buy them. In the purchase case, monopoly profits could begin 
at once; in the predatory case, large losses would first have to be incurred. 
Losses would have to be set off against the prospective monopoly profits, dis- 
counted appropriately. Even supposing that the competitors would not sell for 


* Example: railroad rebates. Although this subject lies outside the present inquiry, I am 
convinced that the significance of railroad rebates has also been misunderstood. 
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competitive value, it is difficult to see why the predator would be unwilling 
to take the amount that he would otherwise spend in price wars and pay it 
as a bonus. 

Since the revenues to be gotten during the predatory price war will always 
be less than those that could be gotten immediately through purchase, and 
will not be higher after the war is concluded, present worth will be higher in 
the purchase case. For a predatory campaign to make sense the direct costs 
of the price war must be less than for purchase. It is necessary to determine 
whether that is possible. 

Assume that the monopolizer’s costs are equal to those of his competitors. 
The market has enough independent sellers to be competitive. Otherwise the 
problem of monopolizing it ceases to concern us. This implies that the mo- 
nopolist does not now sell enough in the market to control it. If he seeks to 
depress the price below the competitive level he must be prepared to sell in- 
creasing quantities, since the mechanism of forcing a lower price compels him 
to lure customers away from his rivals, making them meet his price or go 
without customers. To lure customers away from somebody, he must be pre- 
pared to serve them himself. The monopolizer thus finds himself in the posi- 
tion of selling more—and therefore losing more—than his competitors. Stand- 
ard’s market share was often 75 per cent or more. In the 75 per cent case the 
monopolizer would sell three times as much as all competitors taken together, 
and, on the assumption of equal unit costs, weuld lose roughly three times as 
much as all of them taken together.* 

Losses incurred in this way are losses judged even by the standard of com- 
petitive returns. Since the alternative of outright purchase of rivals would 
have produced immediate monopoly returns, the loss in view of the alterna- 
tives can be very great indeed.® Furthermore, at some stage of the game the 
competitors may simply shut down operations temporarily, letting the monop- 
olist take all the business (and all the losses), then simply resume operations 
when he raises prices again. At prices above average variable costs, but below 
total unit costs, the “war” might go on for years. 

Purchase has an additional marked advantage over the predatory technique. 
It is rare for an industrial plant to wear out all at once. If price does not 
cover average variable costs, the operation is suspended. This will often leave 
the plant wholly intact. In the longer run, it may simply be the failure of 
some key unit, the replacemeut of which is uneconomic at the present price 
level, that precipitates shut-down. In either case, physical capacity remains, 


* Any assumption that the monopolizer’s size gives him sufficient cost advantages rapidly 
takes us away from a predatory price cutting example and into the realm of so-called natural 
monopolies. 


*It must not be supposed that, just because he enjoys profits elsewhere, anyone will be 
60 stupid as to assume that it is costless to use them for anything but the best alternatives. 
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and will be brought back into play by some opportunist once the monopolizer 
raises prices to enjoy the fruits of the battle he has spent so much in winning. 

All in all, then, purchase would not be more expensive than war without 
quarter, and should be both cheaper and more permanent. It may at first be 
thought that predatory pricing more than makes up for its expense by depress- 
ing the purchase price of the properties to be absorbed. In effect, this requires 
that large losses reduce asset values less than smaller losses. This is not at all 
likely. Furthermore, assuming that the properties in question are economic,® 
it is unlikely that their long-run market value will be much reduced by an 
artificially low price that clearly will not be permanent. The owners can shut 
down temporarily, allowing the monopolist to carry all of the very unprofitable 
business, or simply wait for him to see the error of his ways and purchase. 
Even if there is widespread bankruptcy, wise men will see the value to the 
monopolist of bringing the facilities under his control, and find it profitable to 
purchase them at some price below what the monopolist can be expected to 
pay if he must. Since the monopolist is presumably interested in profits, and 
has a notion of the effect of discount factors upon future income, he cannot 
afford to wait forever. Properties that a would-be monopolist needs to control 
can be an attractive investment. 

Predation would thus be profitable only when the process produces purchase 
prices that are so far below competitive asset figures that they more than offset 
the large losses necessary to produce them. One empirical test, for those who 
suspect the logic, would be to examine prices paid for properties in cases 
where predatory pricing is alleged to have been practiced. 

Some of the most strategic factors to be monopolized may be the skilled 
managerial and technical personnel of competitors. Reproducing them can be 
a much more formidable and longer job than the construction of physical 
facilities. But short of murder, the cost of which can also be expected to be 
high if undertaken in any quantity, the only feasible way of preventing their 
embarrassing and costly reappearance is to hire, retire, or share with them. 
None of these things can be accomplished well or permanently if these people 
are too much badgered in the process.‘ 

There are two other crucial issues that must be examined, the first dealing 
with the extent to which monopolization is profitable; the second, with the 


“If they are not, they need not concern us, since their extinction might be expected or 
welcomed under competition. 


*“TAls Mr. Rockefeller and Mr. Archbold testified, most of the concerns which were 
brought together continued to be operated and managed by the former owners.” Brief for 
the U.S., Vol. 1, at 19. 

Further, “There are only a few cases in which the Standard interests, during this period 
{1872-80], acquired stock in concerns without taking the former owners in as stockholders 
of the Standard, or bringing them into the combination by leaving them a minority interest 
in the original concern.” Id., at 32. 
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necessary conditions for its success. Monopolization as such will be carried 
only so far as is necessary to maximize profits, since it inevitably involves 
certain expenses of planning, purchase, and rationalization. In the case of a 
vertically integrated industry the would-be monopolist will choose to monop- 
olize the level that will produce the largest net profit. This requires choosing 
that one which is both cheapest to control and over which control is likely to 
endure. If a monopoly can be achieved at the refining level, for example, there 
is little sense trying to achieve one at the crude oil producing level, or market- 
ing. Standard Oil of New Jersey achieved a refinery monopoly; anything more 
would have been redundant.* 

This should not be taken to mean that the monopolist will not care what 
happens to the other levels; for he has every interest in seeing to it that the 
other levels are not monopolized by someone else. In marketing, for example, 
he would prefer that the product be distributed as cheaply as possible, since 
he can then extract full monopoly revenues from the level in his control. This 
point is important in interpreting the facts of the Standard Oil case. 

Obstacles to entry are necessary conditions for success. Entry is the nemesis 
of monopoly. It is foolish to monopolize an area or market into which entry 
is quick and easy. Moreover, monopolization that produces a firm of greater 
than optimum size is in for trouble if entry can occur even over a longei 
period. In general, monopolization will not pay if there is no special qualifi- 
cation for entry, or no relatively long gestation period for the facilities that 
must be committed for successful entry. 

Finally, it is necessary to examine certain data that are often taken to be 
symptomatic of predatory price cutting, when in fact they may be nothing of 
the sort. Assume that a monopolist sells in two markets, separated effectively 
by transport costs or other impediments to free interchange, and that he has 
a complete monopoly in both. Elasticity of demand is assumed to be the same 
in both markets, and monopoly prices are identical. Assume that, for some 
unknown reason, entry occurs in one market but not in the other. Supplies are 
increased in the first and price falls; price in the second remains unchanged. 
There are now two different prices in the two markets, reflecting the existence 
of alternative supplies in the first. The theory of the dominant firm, maxi- 
mizing by taking into account the outputs of his lesser rivals at various prices, 
appears to fit the case. An objective fact-finder discovers that the monopolist 
is discriminating in price between the two markets. A bad theorist then con- 
cludes that he is preying on somebody. In truth, the principle established is 
only that greater supplies bring lower prices. 

* This abstracts from any cost reductions that integration may make possible. These have 
nothing to do with the problem at hand. 

See Bork, Vertical Integration and the Sherman Act, 22 U. of Chi. L. Rev. 157 (1954). 
Standard began producing crude oil in 1889, and by 1898 produced 33 per cent of the total. 


By 1906, its share declined to 11.11 per cent. Transcript of Record Vol., 19, at 626 (Del. 
Exh. 266). 
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Compare this example with another. Assume that we have two separate 
markets, and that each is in short-run competitive equilibrium with firms 
earning super-normal returns. Assume that, for some reason, entry takes place 
in one market but not in the other. Supply increases and price falls in one but 
not in the other. From this evidence of price changes in both the monopoly 
and competition examples, the inference is simply that greater supplies lower 
prices. We should not infer from the price data that either case has anything 
to do with predatory price-cutting. 

To sum up: (1) Predatory price cutting does not explain how a seller 
acquires the monopoly power that he must have before he could practice it. 
(2) Whereas it is conceivable that someone might embark on a predatory 
program, I cannot see that it would pay him to do so, since outright purchase 
is both cheaper and more reliable. (3) Because monopolization by any tech- 
nique always involves some expense, a firm gua monopolizer will carry it to 
the one securest level in an integrated industry, not to all. (4) Actual varia- 
tions in prices among markets may be accounted for in terms of variations 
in demand elasticities, but do not imply or establish that anybody is preying 
on anybody else. 


lif. Testinc THE HyPpoTHESES 


The voluminous Record in the Standard Oil of N.J. dissolution suit fur- 
nishes a test of these propositions.’ 

The Record shows that Standard established a refining monopoly.’ Collu- 
sion among 100 to 200 different sellers was unstable. Standard achieved its 
monopoly position through merger and acquisition.‘ Although the Govern- 


‘The Transcript of Record consists of over 11,000 printed pages of exhibits and testi- 
mony; Appellants’ briefs and oral argument covers more than 900 pages; Appellce’s briefs 
and arguments almost 1300 pages. The full record is thus more than 13,500 pages long. 
Unless otherwise noted, volume references are to the Transcript of Record. 

In 1879, Standard and those concerns “in harmony” with it, apparently refined from 
90 to 95 per cent of the U.S. output. See Vol. 6, at 3303. It is not clear just what these data 
mean. Mr. Archbold testified that in 1870 Standard did about 10 per cent of the refining 
business in the United States; and that for 1888 Standard’s share was probably 75 per cent. 
Id., at 3246-68. I think that much work remains to be done to determine how Standard’s 
market position really changed over time, See e.g., Vol. 2, at 783-784. 

In any case, Standard’s position in crude oil production was relatively small; it did very 
little retailing and did not perform all of its own wholesaling; several major railroads and 
the pipeline systems of Pure, Tidewater, Texas Co., Gulf, and others competed in the trans- 
portation of crude oil. Its strongest position was evidently in refining. 

"“Q, Had you difficulty before you entered into relations with the Standard Oil Com- 
pany to make money out of the business? A. The competition was always very sharp, and 
there was always some one that was willing to sell goods for less than they cost, and that 
made the market price for everything; we got up an association, and took in all the refiners 
until some of them went back on us, and that would break up the association; we tried 
that two or three times.” Vol. 6, at 3303. 

See also Mr. Rockefeller’s interesting testimony on the difficulty of effecting stable con- 
spiracies. Vol. 16, especially at 3074-75. 
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ment alleged that Standard employed other techniques as well, it concluded 
that: 

Unquestionably the principal means used by the defendants to monopolize and 
restrain trade and commerce in petroleum has been the combination of previously 
independent concerns. . . .1* 

... Standard acquired 123 refineries (many of which also did a marketing business), 
11 lubricating oil works, 24 pipeline concerns, and 64 exclusively marketing con- 
cerns; a total number of 223. 

Neither did these acquisitions all occur at an early date. about half of them, in 
number, occurred since 1879, and many important ones between 1890 and 1902. . . .1% 


Of the refineries it acquired, Standard dismantled at least 75, and ultimately 
produced a greatly increased volume in only 20 separate installations."* 


1. PRICE CUTTING AGAINST COMPETING REFINERS 


Standard’s monopoly was in refining. Is there any evidence that predatory 
price cutting helped to achieve it?!° To discover whether local price cutting 
played any part in the many refinery acquisitions made by the Standard in- 
terests, I checked the whole Record for testimony about every refinery known 
to have been bought.’® Furthermore, I have tried to check every alleged case 
of local price cutting involving competitive refiners that Standard did not buy. 
I can find few specific references to refiners in connection with allegations that 
Standard cut prices to drive out competitors. The following are the principal 
examples, including cases in which the marketing subsidiaries or branches of 
Standard’s integrate competitors were involved. They are certainly the most 
significant ones. 


a) “SUSPECT” CASES INVOLVING ACQUISITIONS 


The Cleveland Acquisitions—During 1871-72 the Rockefeller interests 
purchased at least 17 Cleveland refineries.1*7 I can find no real evidence that 
predatory price cutting or any other type of coercion figured in the acquisi- 
tions. According to Mr. Rockefeller, the consolidation of the Cleveland re- 
fineries was a blessing to all concerned, and arose 


In a most natural way. .. . We were; [sic] neighbors, acquaintances, friends, having 
had our prosperity there together in the business in the good days; and beginning 


™ Brief for the United States, Vol. 1, at 169. 

* Reply Brief for the United States, at 62.See Appendix C, Sheets 1-11. ™Id., at 63-64. 

* The first problem is to discover which companies were really refiners. Oddly enough, 
many of the firms mentioned in the record have “Refining Company” as part of their 
names, but were apparently not refiners at all. One example is Mr. Castle’s Columbia Re- 
fining Co., wholly a marketing concern. Possibly the owners concluded that customers are 
better disposed towards marketers who make the products they sell. 

* Brief for the United States, Vol. 1, Appendices C & D; Vol. 19, at 662-63; Vol. 17, 
at 3290. 
* Reply Brief for the United States, Appendix C, Sheet 1. 








—_ 


== 


PREDATORY PRICE CUTTING 145 


generally to recognize the changes that were coming, and the lessening of the chance 
of good returns from the refining business on account of the overproduction of refined 
oil, or the overproduction of the refinery construction.18 


On the other hand, Mr. Lewis Emery, Jr., a long-time crude oil producer 
and refiner from Bradford, Pennsylvania, offered the following hearsay on the 
subject: “I talked with quite a number of them afterwards, and they said they 
thought the case was hopeless and they had arranged with the combination.”’® 

Predatory price cutting had nothing to do with the acquisitions, according 
even to Mr. Emery’s version. There is some question about Mr. Emery’s 
testimony in any case: Emery was testifying, in 1908, about events that 
occurred 36 years earlier. Furthermore, he had evidently not been in Cleve- 
land at this time and had no first-hand knowledge of the affair.*° 

There are very good reasons to suppose that no kind of coercion figured in 
the Cleveland purchases. The stock records and a great deal of testimony con- 
firm that Standard’s usual practice during this time was to employ the man- 
agers and owners of the firms they absorbed, and often to make them share- 
holders as well. Victimized ex-rivals might be expected to make poor employ- 
ees and dissident or unwilling shareholders. 

Mr. Emery’s Own Experience——Lewis Emery entered the industry as a 
crude oil producer in 1865. By 1870 he became interested in the Octave Oil 
Company and Refinery. In 1875, Emery closed down the Octave, and in 1876 
sold it to the Standard interests for $45,000.*! Emery claimed that the railroad 
pool agreement of 1874 had squeezed him out along with other small Western 
Pennsylvania refiners. Predatory price cutting clearly had nothing to do with 
i 

* Vol. 16, at 3065. 


* Vol. 6, at 2625. According to Emery, the refiners were pushed into consolidation because 
of the rail rate “preferences” given to Standard in the South Improvement Company pro- 
gram and the succeeding pool agreement of 1874. The South Improvement program appar- 
ently never became effective; and the contract of 1874, which Emery said sealed the doom 
of Pennsylvania independent refiners, simply equalized rail freight from Cleveland and West- 
ern Pennsylvania refineries. Id., at 2724, 2732. See testimony of Archbold, id., at 3244-45, 

* Though it does not really prove anything, it is interesting that Emery was first of all 
a crude proc.ucer and like any raw materials supplier had little affection for the monopsony 
that faced him. He was also a successful politician during a period in which anti-trust had 
great popular appeal. Id., at 2642. 

*Td., at 2610, 2640. It was small, and must have been relatively high cost, since Standard 
dismantled it forthwith. 

“See Note 19, supra. Apparently -ven the railroad rebates, which Emery claimed built 
Standard, were also available to the small refiner: 

“[I]n the very early history of the Octave Oil Company, when we were shut down, we 
went to the railroads and they said they would give us 25 cents rebate. . . . [pJer barrel on 
oil.” Id., at 2772-73. 

See also the testimony of Archbold, id., at 3244—45 ; and Josiah Lombard, an independent: 


““They gave ... all shippers over that road a rebate of ten per cent, which we got with 


others.” Vol. 1, at 265. See also note 37, infra. 
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Whatever his reasons for selling the Octave, Mr. Emery was apparently not 
discouraged. For, in 1879, Emery and two partners formed Logan, Emery & 
Weaver, and started a new refinery at Philadelphia.** By 18380 the refinery 
was completed.** Nevertheless, he testified, his firm soon had trouble getting 
empty railroad cars.*° Seven years later, Logan, Emery & Weaver sold out to 
Standard.** According to Emery, the original cost of the refinery, lands and 
wharves was $350,000. Standard bought the refinery for $275,000 and prompt- 
ly dismantled it, though Emery claimed that the plant was “[f]irst class in 
every sense.”** He did admit that refinery depreciation was commonly 10 to 
15 per cent per annum.** Emery said he sold because he could not get crude 
oil. The problem was, according to Emery, that Standard and the crude oil 
producers had agreed to reduce crude output after the excessive production 
of 1887.7" 

Mr. Emery had also been interested in the Equitable Company, which built 
a crude oil pipeline in 1878, and sold it to the Tidewater interests for $178,000 
in 1879. in 1889 Mr. Emery bought a small Bradford refinery for $5,000, 
commencing business with 250-barrel stills.*° By 1908, output was 1,500 
barrels per day. The Emery Manufacturing Company at Bradford, Pennsy]l- 
vania thus had a much-enlarged refinery worth $250,000 to $400,000 and 
gathering lines worth $200,000. Sales had expanded from about $20,000 per 
year to between $480,000 and $600,000 per year. Standard’s “predatory” 
tactics, if there were any, had apparently neither discouraged nor ruined Mr. 
Emery’s own business.*! 


™ Mr. Emery was by this time a member of the Pennsylvania Legislature and remained 
in office for 10 years thereafter. Vol. 6, at 2642. 

* Interestingly enough, Mr. Emery had borrowed $25,000 from—of al! people—the Stand- 
ard Oil Company. Id., at 2643. 


* Td. General rail car shortages were not infrequent during this period. Some oldtimers 
indicated that certain rai! centers attracted re\:ners because they typically provided plenty 
of empty freight cars. 

*Td., at 2645. 


* Id., at 2646. Emery asked $750,000 for the refinery, but accepted $275,000. Id., at 2768. 
Emery thought the plant was worth the money, “[b]ecause we had a large export trade, 
what independent refineries there were, and a very good opportunity to make a margin on 
our oils if we could get them there at the same price the Standard Oil Company did.” Id. 

It is not clear whether Standard bought only the refinery for $275,000 or refinery, wharves, 
and real estate. 


* Id., at 2738. 


* Id., at 2646. It seems strange that Standard, a large net purchaser of crude oil, would 
acquiesce in any scheme to increase the price of its principal raw material. In any case, 
abortive crude oil producers’ cartels attempted, from time to time, to monopolize and shut 
in wells. See testimony of Rockefeller on the 1872-74 shut down. Vol. 16 at 3073 et seq.; 
also testimony of Tarbell, Vol. 3, at 1430. 


“With a probable daily output of 90 to 150 barrels. ™ Vol. 6, at 2769-70. 
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Furthermore, Emery became president of the United States Pipeline Com- 
pany, which, in 1891, constructed a crude oil pipeline. The United States 
Pipeline Company later sold out to the Pure Oil Company.®? When Emery 
sold the company, he took about $100,000 in Pure Oil Company stock, and 
retained a $15,000 interest in U.S. Pipeline. By 1893, Standard had bought 
a four-tenths interest in the United States Pipeline, but Emery and his col- 
leagues frustrated their efforts to vote the stock.** In 1908, Emery’s Phila- 
delphia refinery had a capacity of 2,000 barrels per day, and his other oil 
interests were extensive. Emery clearly had a successful career, an important 
part of which consisted of selling companies to Standard and others. However 
rough the competitive storm may have been, Emery certainly weathered it well. 

Emery’s sole allegation of local price cutting concerns his Philadelphia 
marketing business, which he ultimately leased to Pure Oil Co. He admits he 
did not know who really started the Philadelphia price war.** 

Holdship & Irwin—In 1878 this Allegheny, Pennsylvania firm, with an 
output of 1,000 barrels of products per day, leased their refinery to Standard 
for 5 years.*® Under the lease, the partners continued to run the refinery for 
Standard on a salary basis till 1883, when the lease expired and Holdship & 
Irwin resumed operation on their own account.** In 1886, they sold the re- 
finery to Standard, with the understanding that they would not go back into 
the oil refining business. Mr. Irwin’s testimony does not indicate that Stand- 
ard used coercion of any kind.** 

The Empire Oil Works, and the Globe Refining Co—In 1875 or 1876, Mr. 
David P. Reighard started the Empire Oil works in Pittsburgh. When Hold- 
ship & Irwin sold in 1886, Reighard also sold out to Standard.*8 Reighard 
stayed out of the oil business till 1887, when he built the Globe Refining 
Company at Pittsburgh.*® He ran the Globe for 18 to 20 months, then sold 
out to Standard again. At the same time, Mr. Reighard sold a large Phila- 


“Emery summed up Pure Oil’s business by saying that “Their money has been prin- 
cipally made in the production of crude oil.” Id., at 2718. According to Emery, Pure Oil’s 
sales rose at least 15 per cent to 20 per cent between 1900 and 1908; dividends were 8 per 
cent per annum, 

*Td., at 2659-60. 

“Td., at 2668-69. Emery did admit that he had cut Standard’s prices, at 2785 ff. 

® Td., at 3013—Testimony of Lewis Irwin. °Td., at 3014. 


* Td. Irwin’s testimony is also interesting on other grounds. (1) He claims that Stand- 
ard accomplished considerable economies of scale. Id., at 3022. (2) In the period 1872-74, 
when both the railroad and oil industries were overbuilt and “demoralized,” everyone in 
the oil business was getting rail freight rebates (“drawbacks”). In Irwin’s words, “There 
were drawbacks and drawbacks within drawbacks. . . . Everybody got drawbacks in those 
days.” Id., at 3026-27. 


© The Empire and Holdship & Irwin were co-owners of a pipeline system. Id., at 3131. 


It had 12 crude stills, each of 600 barrels capacity, and some pipelines. Id., at 3134. 
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delphia refinery, which he was in the process of building.*° The sale was no 
occasion for sadness, for as Mr. Reighard put it: 
Well, the reason I sold out was I found that the bonus that I asked those people 


(the Standard Oil) was as much as I could actually make on the profits for 15 or 20 
years to come. 4! 


Reighard sold for $1,224,800 in trust certificates and $50,000 cash.*? Each 
of the last two refineries that Reighard sold to Standard had cost between 
$200,000 and $250,000. Thus it was that Mr. Reighard managed to build and 
sell three refineries to Standard, all on excellent terms. 

Woodland Oil Company (Mr. C. J. Castle).—Mr. Castle was an important 
government witness on predatory price cutting and other unfair competition. 
He had been an oil refiner, and was still a marketer of petroleum products 
when he testified. At this point we will deal only with Mr. Castle’s early role 
as a refiner who sold out to the Rockefeller group. 

In 1883, Mr. Castle and a partner started the Woodland Oil Company, a 
small Cleveland refinery.** They began with $8,000 to $10,000 capital. By 
1886, book capital was $14,000, and Woodland sold to the Rockefeller inter- 
ests for the same amount. Castle implied that one reason he sold was inability 
to get crude oil from the Standard Oil pipeline. But he did not allege that 
predatory price cutting played any part in the sale, and did not feel aggrieved 
at the price Standard paid for his property.** Indeed, after selling the re- 
finery, he went to work for Standard and remained in their employ for about 
14 years. 

Castle told several other stories about Standard’s predatory price cutting 
during the period in which he worked for them.*** Nevertheless, I think it is 
significant that when he left Standard in 1900 he was clearly unafraid: he 
immediately started a rival oil marketing firm. 

The Rocky Mountain Oil Company.—Mtr. E. M. Wilhoit’s brief but pointed 
version of this affair clearly implies intent and ability to crush out competi- 
tion. Wilhoit was employed by Standard at the time this incident took place, 
and claimed to know something about it. In his words, 


 Id., at 3136. 

* Td., at 3135. 

““Well, they didn’t want us to take any certificates at all... . I forced them, or went 
after them several times till I got them to give me some certificates.” Ibid. The value given 
for the trust certificates was par value. Market value was higher. Vol. 17, at 3332. The Gov- 


ernment gives the “competitive value” of the two Reighard properties as $823,000. Reply 
Brief for the United States, Appendix C, Sheet 8. 


“ Capacity: 200 barrels per day. Vol. 6, at 3060. By 1908, capacity of Standard’s Whiting, 
Indiana refinery was 25,000-30,000 barrels per day. 


“Td., at 3029. 


“a The relevant anecdotes are analyzed in the Marketing section of this paper. 
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Before the Refinery got in operation, the Standard Oil made our fight on the 
Rocky Mountain Company and the Union Pacific went into the hands of a receiver 
and the Refinery was afterwards dismantled—went broke of course.* 


On the surface, this incident is the nearest thing to predatory price cutting 
that I found in the Record. But there are reasons to suppose that there was 
something more here than meets the eye. 

First, it is interesting that no complaint from the Rocky Mountain interests 
appears in the Record. Second, Continental—the Standard Company in the 
area—had entered into an agreement with the Florence Oil and Refinery 
Company and the United Oil Company, both located at Florence, Colorado.*® 
Under the agreement, the two refiners sold their whole output of refined 
products to Continental. Prices were presumably attractive to the refiners, 
though, in view of the almost complete marketing monopoly of Standard in 
the area, quantities taken must have been limited.** 

The United commenced refining oil about 1887 or 1888.** Sometime after 
Florence and United entered into the exclusive arrangement with Continental, 
shareholders of United and Florence started the Rocky Mountain Company 
at Pueblo, Colorado. A price war with Continental ensued. About 1894, after 
some two years of conflict, Rocky Mountain sold its crude oil properties to 
Western Oil Company, a producing subsidiary of United and Rocky Moun- 
tain. It is not clear what happened to the refinery itself, except that Rocky 
Mountain no longer ran it.*® 

What does this episode mean? Although the facts are not as ample as we 
would like, there is one hypothesis that is both logical and wholly consistent 
with what facts we do have: Standard had marketing facilities in the area, 
but no local supplies. Standard’s refined products had to be brought in from 
Whiting, Indiana. The United-Florence interests had crude oil and refinery 
capacity. There may have been other competing refiners in the market as well. 

Standard agreed to take certain quantities of refined products from United- 
Florence, at specified prices, in return for which the refiners agreed not to sell 
to anyone else. A restricted refinery output could be better for all concerned. 
But to get it, Standard would have to share monopoly gains with the refiners. 


“Vol. 3, at 1216. The Government’s position runs less to intent and causes, and more to 
a history of events. For, in Volume 2 of Brief for the United States, at 157, the Govern- 
ment says: “parties connected with the United Company undertook to establish another 
refinery known as the Rocky Mountain .. . a violent price-cutting competition started in 
between the Standard’s marketing company, the Continental, and this company .. . the 
Rocky Mountain Company failed and went out of business.” 


“ Standard later came to own 17 per cent of the stock of the United. Ibid. This may raise 
certain questions of minority shareholders’ interests. 


“The government claimed that a little over 1 per cent of the market was supplied by 
independents and “the marketing of oil in this territory is extremely profitable.” Ibid. 


“Vol. 1, at 155. “Td., at 181. 
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In that way duplication of marketing facilities and refining capacity could be 
avoided. 

In this case, as in other such sales arrangements, there must have been a 
temptation for the producers to sneak out a little more output on the side, 
in violation of the agreement, and thereby make supernormal returns on a 
larger output. That would be the best of all possible worlds: the monopoly 
price could be gotten from Standard on a limited quantity; in addition, a 
larger amount could be disposed of, on the side, at higher than competitive 
prices. Since United and Florence had an agreement with Standard for lim- 
ited quantities, one way to chisel or to work their way into a larger share of 
the cartel profits would be to start a new firm. This they did in the form of 
the Rocky Mountain Company. Mr. Wesley H. Tilford, Treasurer of the 
Standard Oil Company of New Jersey, explained the purpose of Rocky Moun- 
tain in these words: 


They were not satisfied with the interest in the United and they built another 
refinery to take part of their own business.5° 


Mr. Henry M. Tilford, President of Continental since 1893, confirmed and 
elaborated Wesley Tilford’s recollection of the incident: 

Early in 1891 or 1892 Mr. Daniel Eells came to our office, and had an interview 
with W. H. Tilford and myself in which he stated that he and some friends proposed 
to build a refinery in Colorado, and asked if the Continental Oil Company would 
take their output. He was told the Continental Oil Company was getting from the 
Florence Oil and Refining Company and the United Oil Company all the oil they 
could market in that vicinity. Some little time afterwards he came back to the office 
and said that the refinery had been built, and asked again if the Continental Oil 
Company could take the output, and he was advised that they could not, that the 
situation was the same as it was before. . . . They commenced business and they 
commenced cutting prices.5! 


What happened after the reabsorption of Rocky Mountain is also consistent 
with the cartel hypothesis: The refiners raised the prices of refined products 
to Continental. Whatever their object, then, the net result was that United 
and Florence apparently emerged from the conflict with more favorable con- 
tract terms vis a vis Standard.** Tilford did not regard Rocky Mountain as 
having failed, but simply as having been reabsorbed by those who started it.®* 

With the passage of time, more refineries were built in the Rockies. By 
1907, when Mr. Henry Tilford testified, refineries had been built in Sugar 
Creek and Evanston, Wyoming; Spring Valley, and Boulder, Colorado. At 


© Td., at 156. ™ Vol. 2, at 730-31. 


"It may be that the cartel had more refiner members than United and Florence, for Til- 
ford said “there were other people in the oil business selling oil to the Continental, and indi- 
rectly it affected them, of course.” Vol. 1, at 177, and see also 180. 


®Td., at 181. 














PREDATORY PRICE CUTTING 151 


least two, those at Spring Valley and Boulder, were independent, and built 
between 1905 and 1906.54 This suggests either that memories are short; or 
that those who were familiar with the episode did not regard the Rocky 
Mountain incident as a case of predatory price cutting. 

The 1895 Purchases —James W. Lee, Vice President and Director of Pure 
Oil, testified that in the 1890’s a group of Pennsylvania refiners sent emissaries 
to Standard to moderate the “destructive competition” that plagued them.*° 
Standard offered to purchase their pipelines and facilities, for cost plus 12 
per cent. Whether for those terms or not, some of the group sold out, including 
Mr. Ramage.*® It is interesting that none of those who sold out came forward 
to testify that they had been abused in any way. 

Most did not sell, but banded together and formed the Pure Oil Company 
in 1895.5? Pure Oil thus became the largest independent oil company in the 
United States. It was also a profitable one.** 

Although Lee did not allege local price cutting, he claimed that Standard 
had squeezed the independent refiners by bidding up the price of crude oil 
in 1895.59 As it turns out, however, since Standard was actually buying 90 
per cent of the crude oil in question, such a maneuver would have cost Stand- 
ard a great deal more than those it was seeking to punish. 

The Argand Refining Company.—In spite of having “the regular severe 
competition of the Standard all the way through,” this refinery was a profit- 
able business. It earned “a little over $35,000” a year, net, with 600 barrel 
still capacity and $50,000 beginning capital.®* Dividends were paid regularly 
at the rate of 24 per cent per quarter. 

Argand included among its stockholders several railroad officials.** Accord- 
ing to Cram, 

“Vol. 2, at 731-32. 

* Vol. 6, at 3169-70. Lee did not refer to local price-cutting as a factor. 

* Ramage evidently took some Standard stock, for he appears on the Standard stockholder 
lists. Messrs. Fertig and Burwell also sold. 

* Consistent with logic, but not with a theory of predation, are Standard’s persistent 
efforts to buy stock control in Pure Oil Company affiliates. Vol. 6, at 3176-79. 

Td. at 3191.  Td., at 3192-93. 

° Td., at 3192-3194. Apart from this elementary fact, quite acceptable and logical alterna- 
tive explanations were given. 

"Testimony of Cram, Volume 3, at 1349. Earlier he had said: “Not anything more than 
ordinary competition in their business, I should judge. ... Well, I cannot say they cut on us 
particularly ; they were a larger concern than we were and we followed their prices.” Vol. 5, 
at 2422. 

@ Vol. 3, at 1351. At that time, a still would be “run off” about once every two or three 
days at best. This would have made a 200 barrel per day output, or 73,000 barrels per year 
without allowance for down time and “turnarounds.” Actual output was probably lower. 
See Vol. 5, at 2419-20. 

“Vol. 3, at 1349. 
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There were no threats as to what they [Standard] would do if we didn’t sell out. 
Our railroad stockholders became convinced that we would lose our railroad busi- 
ness, from which we derived half of our net profit.®+ 

The refinery was finally disposed of [to Standard] on a lease basis for $20,000 
a year, for a period of ten years. It was afterwards adjusted on a cash basis on 
which our stockholders, on which the company, got $180,000. ® 


Predatory price cutting obviously had nothing to do with the sale.® 

Scofield, Shurmer and Teagle.—This firm was one of the last large refiners 
purchased by Standard before its dissolution. SS&T had a refinery at Cleve- 
land,®* and sold about 200,000 barrels of refined products a year in Michigan, 
Illinois, Indiana, Iowa, Nebraska, Kansas and Missouri.®* SS&T and Standard 
were old rivals, and had several clashes over the years. In 1876 Standard and 
SS&T ended one competitive struggle by signing a market-sharing contract. 
Under its terms Standard guaranteed a minimum profit to SS&T, in exchange 
for output limitation; and shared additional profits in specified proportions.® 
But in 1880, SS&T broke the contract, and, when Standard sought to enforce 
it, denounced the instrument as a tool of an unlawful monopoly.” 

Nevertheless, when SS&T sold out, Walter Teagle joined Standard, as did 
the old staff. According to Walter C. Teagle, son of the head of SS&T, Stand- 
ard continued to employ all but three SS&T employees after the acquisition.” 
Standard operated the SS&T facilities under the style of Republic Oil Com- 
pany till about 1905.7* Claims that Standard operated SS&T as a “bogus 
independent” only strengthen the hypothesis that there was no coercion sur- 
rounding the sale. For it is impossible to keep a secret when those who must 
be relied on to keep it can injure their enemies by betraying it. 

 Td., at 1350. About half of the $200,000 capital stock was held by officials of the BkOSW 


and the Marietta & Columbus Northern Railroads. These railroads bought about one-fourth 
or one-fifth of Argand’s output. 


© Td., at 1352. The sale apparently was consummated in 1897, Cram agreed to stay out of 
the oil business, as did some others. Vol. 5, at 2424. 


It is curious that in his much earlier testimony Cram did not mention the possible loss 
of railroad business as a factor in the sale. Whereas in his later testimony he is not really 
hostile to Standard, and certainly does not claim local price cutting, Cram seems less happy 
with the sale. Perhaps he came to regret it. One possibility is that Cram felt aggrieved when 
the ample “stand-by” salaries Standard paid the managers under the original settlement 
gave way to a cash settlement to stockholders. 

* According to Teagle, “We had a refinery at Cleveland, but the refinery at Cleveland was 
old and out of date, and the capacity of it was limited as compared with the sales end of our 
business. I don’t suppose we refined, during the years immediately previous to our sale, over 
35 to 40 per cent of the refined oil products that we sold. Cleveland had ceased to be a re- 
fining center.” Vol. 3, at 1467. 

*Id., at 1468. ® Vol. 16, at 3204.  Td., at 3205. 


™ Vol. 3, at 1150. SS&T sold out in 1901. Id., at 1153. After the dissolution Mr. Teagle 
became president of Standard Oi) -° New Jersey. 


Td. at 1153 ff. 
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In any case, there is no evidence that predatory price cutting had anything 
to do with the SS&T acquisition, or with the terms on which Standard pur- 
chased it.** 

Summary.—The record does not indicate that predatory price cutting forced 
any refiner to sell out. The only doubtful case is that of the Rocky Mountain 
Company and, in my opinion, this incident is no exception to the rule. Fur- 
thermore, there is no evidence that predatory price cutting was used to depress 
asset value of any of the more than one hundred-twenty competitive refineries 
that Standard bought.** So far as I can make out, Standard’s purchase terms 
were generally very good, and sometimes lavish. Abstracting from purchases, 
the mortality rate in refining was evidently low after Standard achieved a 
monopoly position. 


b) “SUSPECT” CASES THAT DID NOT RESULT IN MERGER OR PURCHASE 


There remains the possibility that Standard used local price cutting to drive 
rival refiners to the wall without purchasing them. Perhaps Standard, without 
having to buy them out, simply exterminated them. 

The following integrated refining firms at one time or another had local, 
or general, clashes with Standard. Standard did not buy, or merge with, any 
of these firms. Testimony about these incidents was often vague, which is not 
too surprising in view of the very long period covered.” There is also a large 
amount of pure hearsay, and many facts were hotly controverted. 

Fehsenfeld (The Red C Interests) —Mr. W. H. Fehsenfeld was president 
of the Red C Oil Manufacturing Co. of Baltimore.*® Red C was a marketing 
company, but Fehsenfeld was also president of Island Petroleum, a refiner.” 

Fehsenfeld testified that up to about 1897, Red C and Standard competed 
in the South in the sale of barreled refined products. After 1897, Standard 
relied increasingly upon the tank wagon method of distribution. Red C con- 
tinued to emphasize barrel distribution.** According to Fehsenfeld, Standard 


“One independent oil man made the following observation about SS&T: “They had a 
plant that they maintained and they maintained it until they succeeded in selling out to the 
Standard.” Vol. 2, at 987. (Italics supplied.) 

There is no real evidence that the “bogus” Republic waged predatory price cutting cam- 
paigns, either. See testimony of Crenshaw, for example, on the amicable settlement of one 
price cutting flurry in 1902: Vol. 3, at 1173-74. 


**See Mr. Lombard’s testimony on the “very fair” prices Standard paid the refiners it 
bought out. Vol. 1, at 250. 
*® Testimony covered the period 1865 through 1908. * Vol. 5, at 2302. 


*Td., at 2330. Fehsenfeld was also President of the Columbia Oil Co., and Vice-President 
of both the Georgia Oil Co. and the Richmond Oil Co. All but Island were marketing com- 
panies. Island owned stock in the various marketing companies. 


* Red C did sell by tank wagons in and around Baltimore, and had various commission 
agents and jobbers over the country. 
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systematically offered price inducements to merchants to prevent Red C from 
making up carload shipments of 60 barrels, and sometimes induced Red C 
customers to countermand their orders.”® 

At one time or another, Red C faced competition from five different “bogus 
independents” operated by Standard.*® According to Fehsenfeld, “[T]hey sold 
regardless of price, in order to secure our business. . . .”°! On some occasions, 
at least, Red C clearly started the price cutting. Indeed, Red C evidently 
employed price cutting whenever it served their interests. As Fehsenfeld 
explained: 


I did certainly cut the price in order to get the business. . . . As occasion was 





necessary; that is to say, im going tory we would have to offer some induce- 
ment... . Sometimes I would sell—it would depend entirely upon the quality of the 
oil—at prices lower than the Standard or sell at prices higher than the Standard.** 





According to C. T. Collings, Second Vice-President of the Standard Oil Com- 
pany of Kentucky, Red C had always been a price cutter. Standard, on the 
other hand, found price cutting an unattractive policy. In Collings’ words, 


Red C... had a way every once in a while of sending out one or two men, rushing 
them around over the South Carolina Field, and making up carload orders by cutting 
our prices from a half to one and a half cent a gallon. . . . we had lost quite a good 
deal of business in years gone by by this system. . . . As you will see here in every 
one of those letters where their prices are mentioned, they are from half a cent to 
a cent and a half below our price. . . . We didn’t go down to their very low prices, 
except, I believe, in one case, and that was at Union, South Carolina. . .. We do not 
initiate the cut. We rely on our having been the pioneers in establishing the busi- 
ness, serving the trade with good oil in the most-up-to-daite manner, and that if 
a competitor comes in there to get our business he must necessarily cut the price or 
offer some inducement in order to wean the trade away from us. Therefore, it is not 
necessary for us to cut prices.** 





Although he said that thirty years of competing with Standard were hard, 
Fehsenfeld acknowledged that the Red C interests had grown steadily and 
72 84 


prosperous since their modest beginning in 1878.°* Before 1903, Standard 
twice tried to purchase the Red C group but failed. 


‘Td., at 2303. Id., at 2319. 
“Id., at 2311. “ Id., at 2341. (Italics supplied). 


Vol. 12, at 895-96. See also Vol. 13, at 1536-37. There is a great deal of corroborating 
testimony. See, for example, Vol. 13, at 1306 et seq., 1322 et seq., 1362 et seq., 1364-65, 1440 
The Record is liberally sprinkled with evidence, and anecdotes of competition between 
Red C and Standard. For ex: le, see Vol. 5, at 2303, 2307, 2310, 2313, 2316, 2406-9, 2476; 
Vol. 10, at 1747-58, 1760-1775; Vol. 12, p. 913; Vol. 13, at 1110-13, 1139-44, 1158 et seq., 
1167, 1239, 1250, 1305-07; Vol. 15, at 2443-44; Vol. 20 at 100-101, 146-48, 152-3, 156-68 
212 et seq. In fact, much of Volumes 13 and 20 concerns this rivalry. 


Vg 
ly 









“ Vol. 5, at 2333. Island was organized in 1901, when Red C integrated “backwards” into 
refining. Id., at 2337. Island owned the controlling interest in the Richmond Oil Co. 


*Td., at 2329. 
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Cornplanter Refining Company.—Founded about 1888, Cornplanter was 
an old rival of Standard. Although there was a good deal of hearsay about 
Standard “attacking” Cornplanter over the years, it is clear that from time 
to time Standard and Cornplanter entered into agreements to avoid compe- 
tition. Mr. Todd, Cornplanter’s Manager, testified that Standard had 
threatened Cornplanter with extinction, but that it never materialized.** 
Cornplanter was a Warren, Pennsylvania refiner, but, among other places, 
also sold in the St. Paul area.** The Manager of Standard’s Whiting refinery 
told Todd that Cornplanter was selling too much kerosene in the St. Paul 
territory, and that if they did not agree to reduce output and regulate sales, 
Standard would run them out of business. Mr. Todd understood well the 
economics of local price cutting, for, as he testified: 


Well, I says, “Mr. Moffett, I am very glad you put it that way, because if it is up 
to you the only way you can get it [the business] is to cut the market, and if you cut 
the market I will cut you for 200 miles around, and I will make you sell the stuff,” 
and I says, “I don’t want a bigger picnic than that; sell it if you want to,” and I 
bid him good day and left.89 


The Standard threat never materialized. 

Todd also testified that about 1898 a Standard Oil executive told him 
Standard’s policy was to put all independents out of business.*° Standard 
then launched a price-cutting war against Cornplanter in New York. Todd 
said Standard started it, but acknowledged that Cornplanter had started a 
price-cutting campaign around Boston.*! The “war” was costly to both sides, 
and they entered into a market-sharing agreement for the Boston territory. 
Prices rose “from 64 to 10 cents in a very few days, and they remained there 
for a long time.”®? The agreement, first for three years and later renewed for 
five, remained in effect until about 1906. At that time, Cornplanter sold its 
Boston distribution facilities to the Gulf Refining Company, an aggressive 
independent concern. 

Todd testified to other conflicts,** and still other agreements,®* with Stand- 
ard. In spite of their difficulties with Standard, Cornplanter’s capital had 


See, e.g., Vol. 6, at 3209 et seq. 


™ Td., at 3212. 


“Id., at 3213. 
 Id., at 3214, and also at 3227 © Td., at 3215-16. 
Id., at 3216. Cornplanter’s gallonage trebled in Boston. Id., at 3231. 


" Td., at 3217. Cornplanter had acquired the Boston facilities when it bought out the New 
England Oil Company about 1897. Id., at 3228, 3230. 


"Td., at 3220-21. See also testimony of Hopkins, Vol. 3, at 1030 about cutting Standard’s 


* Vol. 6, at 3207-8, 3220, 3223-28. 
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grown, in the twenty years of its existence, from $10,000 to $450,000. Todd 
admitted that they were still alive and, indeed, very healthy.® 

Crew-Levick.—Crew-Levick had several refineries.°* George J. Wolff, Bal- 
timore manager, testified that a Standard “bogus” concern had waged war on 
them. Wolff admitted that he sometimes cut Standard’s prices in Baltimore,** 
and acknowledged that Standard, whatever its motives, hadn’t been able to 
kill Crew-Levick: 

Q. You don’t think you need any guardian for carrying on business against the 

Standard Oil Company, do you? 
A. No, by gosh! I don’t.9% 


Crew-Levick had apparently done well in Baltimore, for as Wolff testified: 


. From 1904 until recently you had a pretty steady increase, haven’t you? 

. Yes, sir. The day I took charge I only sold 400 gallons, and that was all my own. 
. And that would be about 2,000 gallons a week? 

. Yes. 

. And now you sell about 20,00 gallons a week? 

. Yes, Sir. 


PO PO SPO 


Some Other Refining Companies—Defendant’s Exhibit 277! indicates 
that in 1908 there were 123 independent refineries in the United States. Some 
were undoubtedly very small; some were not. The list includes firms which 
are major companies today and which were substantial even then. Pure Oil, 
Tidewater, Gulf, The Texas Company, Sun Oil Company, and Union Oil are 
perhaps the outstanding examples. By 1908, the Texas Company had a re 
finery of 12,000 barrels per day capacity; Gulf had two: one of 10,800, an- 
other of 41,600 barrels per day.’®! Pure, Tidewater, Gulf, and Texas each had 
large crude oil pipeline systems. 

Standard owned about 31 per cent of Tidewater’s common stock, and had 
various agreements with that firm.’°* It also owned a substantial interest in 
the Pure Oil pipeline affiliate, but never achieved control. 

There always had been some competing refiners.1°* At least 10 independent 

® Td., at 3221. Cornplanter had numerous other oil interests as well. Id., at 3232 et seq. 
They marketed under several names, including Tiona Oil. 


There are many references to the competition of Cornplanter and Standard. See, e.g., 
Vol. 20, at 45, 61-62, 114; Vol. 6, at 3213-18; Vol. 15, at 2383-87; Pet. Exh. 635. 


" See Vol. 20, at 105-106. Interestingly enough, they were operated under different names: 
Crew-Levick, The Glade Oil Works, The Muir Works, The Seaboard Oil Works. 


* See, e.g., Vol. 20, at 118 et seq., 122, 126, 131. See also Vol. 16, at 2612 et seq. 
* Vol. 20, at 126. ” TId., at 109. ™ Vol. 19, at 662-63. 


*** A 40,000 barrel per day refinery is of quite respectable size even today, and very large 
for its time. Testimony of Emery, Vol. 6 at 2704, 2710-12. 


* See e.g., Archbold’s testimony, Vol. 17, at 3321. 


® Vol. 1, at 243-44; Vol. 3, at 1467; Vol. 5, at 2542; Vol. 6, at 2626, 2642, 2705, 3015, 
3131, 3132; Vol. 16, at 3139; Vol. 17, at 3446; Vol. 20, at 31. 
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refineries which were built before 1890 were in continuous operation through 
1908,1°* By 1895, there were 38 competing refineries.°° By 1906, the figure 
had grown to 123.1% 

The Pure Oil Company, formed in 1895, is only one example of the growth 
and prosperity of independent refiners.1°* 

Refining: Summary.—I can not find a single instance in which Standard 
used predatory price cutting to force a rival refiner to sell out, to reduce asset 
values for purchase, or to drive a competitor out of business. I do not believe 
that Standard even tried to do it; if it tried, it did not work. 

Standard bought many firms, and paid well to get them. Its purchases 
continued pretty much up till dissolution, and were apparently necessary to 
preserve the monopoly position it had built. In addition to purchasing many 
competitors, Standard entered into market-sharing and price-fixing agree- 
ments with still others.'°° 

From the beginning of Standard’s power, and throughout the period of its 
greatest strength, new firms sprang up and prospered; old firms survived and 
grew. 

2. PRICE CUTTING INVOLVING JOBBERS AND RETAILERS 


It is significant that far and away the largest amount of testimony about 
price cutting concerns the jobbing and retail levels. Most of the firms alleged 
to have been involved in price cutting by Standard were non-integrated 
marketers; the bulk of them were retail merchants and peddlers. Marketing 
affiliates of competing refiners have already been discussed. 

Oil marketing, though different from what we know today, was changing. 
Before about 1890, refiners sold most of their products in barrels to jobbers, 
who then distributed the product locally.’°® About that time Standard began 
“tank wagon” delivery to grocers and other retailers. Under that system, 
Standard set up bulk stations to which it shipped barrels or tank cars of 
products, and from which it sent out tank-wagons to serve retailers directly. 
A tank wagon was just what the name implies: a horse-drawn wagon with a 

Vol. 5, at 2542; Vol. 6, at 2651, 2705, 2840, 3015, 3061, 3207; Vol. 20, at 106-107. 

™ Vol. 6, at 2690-2712. 

Vol. 2, at 651; Vol. 5, at 2543-45; Vol. 6, at 2691, 2700, 2704, 2710, 2711-12; Vol. 8, 
at 1002 (Pet. Exh. 396); Vol. 17, at 3290; Vol. 19, at 627 (Def. Exh. 269), 662; Brief For 
Appellants, Vol. 1, Appendix III, at 266. 

For the more rapid growth of competition in the export trade, see Vol. 8, at 904 (Pet. Exh. 
377). Competitors’ greatest growth was in products other than kerosene. Brief for Appel- 
lants, Vol. 2, at 102-03. 

“ Pure’s crude oil receipts more than doubled between 1900 and 1906. Vol. 3, at 1443, 
1451. Another interesting example is the New York Lubricating Co. Vol. 2, at 532-33, 766-67, 
773. 

™ For some of the agreements, see Vol. 1, at 175-76, 214—23; Vol. 2, at 734, 738, 946, 950; 
Vol. 3, at 1130; Vol. 17, at 3321; Vol. 12, at 955. 
“® Testimony of Archbold, Vol. 17, at 3467-68. 
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wooden or iron tank mounted on it. Each tank wagon served 30 to 50 specified 
retail customers. Tank wagon drivers poured or pumped gasoline and kero- 
sene into store-keepers’ tanks, taking cash on delivery. Standard ultimately 
sold most of its products through the tank wagon channel.'?® Collings, of the 
Standard Oil of Kentucky, testified that as much as 90 per cent of his sales 
were made in that way.''' The remainder continued to go to jobbers and 
peddlers. 

Peddlers usually called at a tank station and filled their own wagons. To 
reflect the savings on delivery, and their larger average purchase, peddlers 
usually paid 4 to 1 cent per gallon less than the tank wagon price.’ Retail 
peddling wagons made 150 or more selling stops per day. 

Jobbers were thus being displaced by an integrated marketing apparatus 
pioneered by Standard and imitated quickly by its competitors. Peddlers too, 
faced sweeping changes. Gas and electricity had begun to challenge the house- 
hold kerosene market on which peddlers depended. The rise of the automobile 
was just beginning. These forces would ultimately make kerosene, then the 
principal product, a fourth-rate fuel. 

At the same time these changes were taking place, refiners were groping 
for more efficient ways to market their products. Even as it was developing 
tank wagon delivery, Standard also experimented with its own peddling opera- 
tions. It tried to keep its ownership of them secret. These constituted most of 
the “bogus independents” about which we have heard so often. Almost all the 
rest were jobbing concerns, generally small ones. They were never of great 
importance quantitatively.1)* And, for whatever it is worth, Standard was not 
the only company with “bogus” peddlers and jobbers." 

Standard gave several reasons for not advertising its connection with these 


"° The proportion varied among the different territories. Barrel, jobber, and commission- 
agent distribution were more important in very small communities, and in certain mountain- 
ous areas. As late as 1904, for example, Standard was still extending tank wagon service to 
small New York communities. In all areas, tank wagon delivery was coming to be the domi- 
nant method. 


"! Vol. 12, at 896. “= Standard’s competitors also granted these terms. 


"™ More than half of the “bogus” concerns were strictly retail peddling outfits. Most were 
very small; they averaged, perhaps, two or three peddling wagons. In addition, most did not 
last very long. “They were an experiment in selling oil directly to the consumer, which largely 
on account of the necessity of giving credit, proved a failure.” Brief for Appellants, Vol. 2, 
at 192. See also Vol. 13, at 1523—25. Most were gradually withdrawn as the equipment wore 
out. Those few that continued became “Can Departments” of the various Standard com- 
panies. 

Furthermore, there is some question about just how secret these firms were supposed to be, 
and grave doubts about how secret they in fact were. Finally, the government, and witnesses 
for it, erroneously accused Standard of owning and operating firms that it did not reall; 
have anything to do with. For example, see Vol. 5, at 2412, Vol. 12, at 779-80, 790-91; 
Vol. 13, at 1218-20, 1279-83, 1307, 1533-35. 


"* There are many examples, including the firms operated by Mr. Castle, National Refining 
Co., Red C, Crew-Levick, et al. 
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firms. First, persistent public attacks on its monopoly and high profits had 
prejudiced some of the trade against buying Standard products."!° Second, 
some of the marketing concerns that it bought had substantial good will and 
better local market acceptance than Standard could economically create. 
Third, to break local retailer and peddler cartels and to meet the competition 
of other peddlers, from time to time Standard found it useful to run in a 
retail outfit selling at competitive prices. But to do these things without antag- 
onizing its tank wagon customers, secrecy was useful.'!® Fourth, this approach 
permitted Standard to experiment with new personnel and marketing methods 
without abandoning the old, and without committing large resources. 

As tank wagon distribution largely displaced barrel delivery to jobbers, 
Standard sought to extend integration further. As Mr. Squires put it: 


[W]e reached a point where it was felt that possibly another step nearer the con- 
sumer might be taken and save him money. It was learned that the retailer was 
making from 50 to 100 percent profit, and it was believed that we could save one- 
half of this to the consumer. To make this move required a great deal of care and 
caution, so that the trade which we were supplying might not be antagonized; also 
jor the purpose of developing any impracticable features which in the end might 
prove it was not the proper course to pursue. Therefore a few towns were selected 
to make the experiment, and the towns quoted above were used for the purpose. . . . 

But a very serious obstacle soon developed itself, namely, the giving of credit. 
The storekeeper gave credit to his customers, whereas with us they paid cash. This 
became such a factor as to make it almost impossible to sell the large quantity 
which was sought through this medium. Various ways were tried to see if it could 
not be overcome—like the sale of tickets by milkmen—but it did not work. Then 
credit was given, but our loss by bad debts was in itself sufficient to practically kill 
the enterprise. In addition to this we discovered that the expense due to wear and 
tear of the equipment was great. On account of loaning the cans to the consumer, 
being our property and not theirs, they did not take the proper care of them. More 
or less were damaged by carelessness and some were lost entirely. Therefore it was 
decided, after a very careful canvass of the experience of the different towns, to 
abandon the idea. Gradually from point to point the equipment was withdrawn, 
with the exception of two, namely, Youngstown and Cleveland, which have always 
been known by refiners as peddling points, due to the fact that a number of peddlers 
had been in existence there for years and the consumer had become familiarized 
with that means of delivery.127 


Whether these were really Standard’s motives, or merely clever rational- 
izations, is both imponderable and irrelevant. Suffice it to say that such a 


"5 Tt is impossible to know how important this prejudice was, but it is clear that it existed. 
One possible symptom is the flavor of names adopted by some competitors: Antitrust Oil 
Co.; Freedom Oil; Uncle Sam Oil Co.; etc. 

“8 Collings: “We would much prefer selling to the dealer. That was the business that we 
were especially engaged in and prepared to take care of.” Vol. 12, at 887. 

"7 Vol. 13, at 1523-24. Mr. Squire was not exaggerating retail margins, as the Record 
amply confirms. Whether margins were high because of retailer cartels or high costs does not 
matter. What does matter is that Standard, like any refiner, had every interest in reducing 
them. See also, Vol. 2, pp. 757-58; Vol. 3, p. 1109; Vol. 5, pp. 2583, 2602, 2584. 
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course of action is reasonable in light of the evolution of the industry. This 
evolution in fact accelerated after the 1911 dissolution when competition 
increased. It was not a creature of monopoly. After all, where are the kerosene 
peddlers today? The alternative explanation, that Standard sought to monop- 
olize wholesale and retail distribution, is certainly less logical and is less con- 
sistent with the facts that we have. 

In retailing, numbers were often very large; and entry was cheap and quick. 
Standard Oil never had, or apparently sought, a monopoly of retailing. It 
would have been pointless to try, and probably impossible to achieve. With a 
refining monopoly, Standard’s interest in marketing should logically have 
been to keep it efficient and highly competitive.’*® 

Of all the “levels” in the oil business, retailing would have been the most 
difficult for Standard to monopolize, and a monopoly there would have been 
the most transient of all. The reasons are simple. Kerosene retailers were of 
two sorts: grocers and other retail merchants, who kept tanks or barrels from 
which they filled customers’ oil cans; and peddlers, who operated one or more 
wagons which went house-to-house on regular routes, much like the milkman 
of today and the iceman of old. 

The skills and resources devoted to refined oil peddling were neither ex- 
pensive, scarce, nor specific. A wagon, horse, driver, and some cans or a tank 
made a peddler.’?® A large peddling concern might have two or three wagons. 
The resources could, and did, move quickly out of oil peddling and back 
again, lured by the prospects for gain. 

Similarly, entry into grocery retailing and general merchandising has never 
been difficult. Very early in the game, Mr. Rockefeller realized that a private 
monopoly of crude oil was impossible.’*° He must have realized that a retail- 
ing monopoly was even more hopeless. Only governments succeed for very 
long in monopolizing activities of that kind. Furthermore, Standard evidently 


“* A monopolist in manufacturing would prefer that marketing have zero costs and be 
competitive. In that way, the maximum monopoly returns could be extracted from manu- 
facturing. 


™® Shea testified that he entered the peddling business in 1892 with $25.00 of his own 
money, $25.00 borrowed capital, and a borrowed horse. He grew rapidly, and branched off 
into jobbing as well as retailing. “I would imagine that we are doing about 30 times as much 
business as we were in 1892 when we first started.” Vol. 5, at 2493. 


 Rockefeller’s description of the ill-fated crude producers’ agreement of 1872 is classic: 

“T could not state how long it was in existence or said to be operative, but the high 
price for the crude oil resulted, as it had always done before and will always do so long as 
oil comes out of the ground, in increasing the production, and they got too much oil. We 
could not find a market for it. . 

“[O]f course any who were not in this association were undertaking to produce all they 
possibly could; and as to those who were in the association, many of them men of honor 
and high standing, the temptation was very great to get a little more oil than they had 
promised their associates or us would come. It seemed very difficult to prevent the oil 
coming at that price. . . . There was a limitation beyond which we, as refiners and mer- 
chandizers in the oil, could not go. We were their servants in passing on to the consumer 
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concluded that its interests could usually best be served by letting someone 
else perform the retailing function. 

Thus it was that before the dissolution jobbers and retailers were exposed 
to evolutionary forces at work in the industry at large. These changes per- 
sisted, indeed probably accelerated, after the dissolution.’*! In addition, job- 
bers and retailers were subject to all the ills and quarrels that characterize 
petty trade, where size was small and numbers large. It is not surprising, 
therefore, that most complaints about price cutting involved non-integrated 
marketers.1** 

It is clearly impossible to review here all of the incidents involving jobbers 
and retailers. The record is filled with many very similar examples, and com- 
menting on each of them is an unnecessary and uneconomic task.!** For 
present purposes, it is enough to review some of the more important and 
representative cases. The incidents can conveniently be divided into three 
categories: (a) alleged price cutting which involved competing marketers, but 
which had no particular outcome; (b) alleged price cutting accompanied by 
purchase of competing marketers; (c) alleged price cutting accompanied by 
the disappearance of competing marketers. Alleged incidents of the first class 
are numerous, but do not support a theory of predatory monopolization. 
Examples of the second and third class would be more useful for such a 
theory, but are very scarce.’** 

Only a few representative incidents will be discussed in detail; others will 
be cited. 

a) PRICE CUTTING WITH NO SPECIFIED OUTCOME 

The bulk of evidence, and assertion, established only that Standard sold at 
different prices within the same community or among communities; and that 
the lower prices often resulted from greater competition.'”° 


the refined product, and the limitation was there in what we could at that time sell.” 

Vol. 16, at 3074. 

'* In 1911, for the first time, gasoline sales passed kerosene. 

* Standard claimed that its tank wagons served 37,000 towns in the United States. The 
number of jobbers and peddlers must also have been large. 

‘= To a remarkable degree, the record is freighted with casual hearsay, petty complaints 
of small traders, and countless unimportant charges and countercharges. This is probably 
attributable to the nature of the proceedings under which testimony was taken. Witnesses 
appeared before an Examiner, not a judge, who felt that he had no power to rule on the 
admissibility of evidence. A large amount of the Government’s testimony came from ex- 
employees of Standard, most of whom had been discharged or resigned under pressure. 
Several admitted grudges against Standard management. Some of these witnesses were testi- 
fying about Standard operations of which they had no direct knowledge. E.g., Vol. 5, at 
2347, 2364, 2381; Vol. 15, at 2472. 

Because firms often were both jobbers and peddlers, and testimony about them was 
often scant, it is impossible to segregate the incidents into those involving jobbers or 
peddlers. Such a distinction would have little vaiue in any case. 

*% See, for example, Vol. 8, at 905~1011 (Petitioner’s Exhibit 379-96) ; Vol. 10, at 1624- 
1659 (Pet. Exh. 628-635). But compare Vol. 8, at 664; Vol. 10, at 1624; Vol. 21, at 133 
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Hisgen Brothers.—A typical example of a marketing firm that complained 
about local price cutting is Hisgen Brothers. The type of evidence presented 
is also representative of this whole class of incidents. 

Hisgen started selling axle grease in 1889.'*° In 1900, they began retailing 
and wholesaling kerosene, which they purchased from independent refiners. 
They complained that in 1901, when they started selling kerosene in various 
small towns along the Hudson River, Standard cut prices to run them out. 
Prices elsewhere were said to have remained high. Standard’s records indi- 
cated that their kerosene prices actually rose during the time Hisgen said 
Standard was cutting in the six towns involved.!** Six grocers testified that 
it was Hisgen, not Standard, who started price-cutting.!** In any case, Hisgen 
admitted that he sometimes did cut Standard’s prices,'*° and was very vague 
about Standard’s cuts against him.1*° Later episodes around Springfield, Mas- 
sachusetts show that, at least part of the time, Hisgen initiated price cuts 
against Standard.1*! 

Quite apart from the question of who started the price wars, Hisgen appar- 
ently did well. During 1904, for example, Hisgen Brothers did 21 per cent of 
the oil business at Springfield, and increased their share to 30 per cent in 
1905.1" After 1900, they greatly enlarged their territory and business and 
apparently prospered in the process.'** 

(Pet. Exh. 962). See also, Vol 2, at 937; Vol. 3, at 1046; Vol. 5, at 2484, 2490-91; Vol. 17, 
at 3620-2, 3628; Vol. 20, at 229-31, 233. 
“Vol. 4, at 1795. By the second year business trebled, and kept on increasing. By 1900 
sales were $80,000 to $100,000. Hisgen twice ran for Governor of Massachusetts on an anti- 
trust (anti-Standard Oil) platform. Vol. 4, at 1800, 1841, 1848-49, 1852. 
7 Vol. 12, at 713, 813-15. At one time prices did decline, allegedly because of price cutting 
by Tiona, marketing subsidiary of Cornplanter Refining Co. Id., at 716. 
8 Vol, 12, at 780-82, 812-13, 818-19, 822-24, 826-27, 830-31, 833-35; Vol. 4, at 1894-95, 
1963-66. 
™ Vol. 4, at 1813-15, 1856 ct seq., 1888-89, 1898, 1977-78. See also id., at 1932-37, 1952, 
1964-72; Vol. 12, 729-37, 782-88, 810-17, 822-37. 
™ Vol. 4, at 1861, 1874. 
™ Tn 1904 Hisgen began selling at 101¢ per gallon, undercutting Standard by 4¢. Part of 
the following decline was attributed to a general price reduction over a wide territory; part 
to further cutting by Hisgen. In 1905, Hisgen stopped cutting, and Standard’s prices rose. 
Vol. 10, at 1636. 
™ Brief for Appellants, Vol. II, p. 177. See also Vol. 12, at 782-85, 809-810; Vol. 10, at 
1636. 
8 Vol. 4, at 1836-44. 
There are numerous other examples of this class of incidents. See, for example: 
H.C. Boardman. In 1904, when Standard fired him, Boardman opened a marketing busi- 
ness in Augusta. Vol. 5, at 2189. Prices fell. Id., at 2169-71. Boardman captured and held 
one-third of the trade. In his words: 
“Tf I could get a third of the trade, I was satisfied. I recognized the fact that the Stand- 
ard had to live, too, and needed the money, and so I thought I would let them live. So 

I kept it at 11 cents.” Id., at 2171. 
In 1906 Boardman opened up a tank station in Denmark, South Carolina. While he was 
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b) PRICE CUTTING AND PURCHASING 


There were several allegations that Standard used local price cutting to 
force independent marketers to sell out. For the most part, the evidence was 
simply that there was price cutting and someone affected by it sold out to 
Standard. In a few cases, the testimony was somewhat more pointed. The 
following are the most important and relevant examples. 

G. T. Wofford —From 1898-1902, Mr. Wofford was chief clerk and assist- 
ant to the Manager in the Birmingham headquarters of the Standard Oi) 
Company of Kentucky.'** He testified that Standard gave rebates to induce 
countermands or requirements contracts. Collings denied these allegations.!*° 
About the end of 1902, Wofford and some associates started the Southeastern 
Oil Company—a marketing firm—in Birmingham. According to Wofford, 
Kerosene prices fell steadily from 14 cents to 11 cents per gallon. Southeast- 
ern lost money, and sold out to Standard about 1904. There are several! con- 
vincing reasons why this is not a case of successful predation: First, Wofford 
admitted that it was not Standard’s price-cutting on kerosene that made the 
business unprofitable: “We made a reasonable profit on that particular grade 
of oil, but we lost money on the general business.”!*® Second, Standard 
claimed, and there is some evidence to support it, that Southeastern solicited 
the sale to Standard.’** Third, there was even some testimony that Standard 
did not actually cut prices before Southeastern sold out.?** 

Fourth, the Government claimed that Standard’s Birmingham business was 
profitable during 1903.7%9 


erecting tanks, Standard cut prices. Id., at 2175. But, cut as they would, Boardman got about 
40 per cent of the business. Although he was largely confined to one territory, and therefore 
should, so we are told, have been particularly vulnerable to “discriminatory sharp-shooting,” 
Boardman prospered. His trade was profitable from the start; by 1908 he had 75 per cent 
of the Augusta lubricating oil business, and one third of the refined oils trade. Id., at 2171, 
2181. Boardman started business with a capital of $3,000, including tanks and a wagon. The 
first year his sales were $40,000, the second year, $50,000, and the third year $60,000. “I have 
never had a month yet that I haven’t made a nice profit, even from the first month.” Id., 
at 2181. 

C. J. Castle. Vol. 6, at 3040, 3044—46, 3055-57, 3067-68, 3088; Vol. 13, at 1483, 1517-18. 

St. Louis Oil Co. Vol. 2, at 891, 894, 896, 899, 900. For a similar case, see Vol. 15, pp. 
2411-2415, 2425; Vol. 20, pp. 229-33. 

E. M. Wilhoit. Vol. 3, at 1037-38 et seq., 1269-70. “In going into a new territory I cut 
usually the Standard price.” Id., at p. 1227. 

Cooper Brothers. Vol. 5, at 2358-59, 2392-2400; Vol. 15, at 2434, 2453, 2472-73, 2542-46. 

Testimony of Maxon and Kercher. Vol. 5, at 2459-70; Vol. 6, at 2811-13, 2815-33. But 
see Vol. 12, at 922-23, 969. 


*Vol. 5, at 2150. ™ Vol. 5, at 2156. “8 Td., at 847-48, 908. 
Id., at 2155--56; Vol. 12, at 908. ™ Vol. 12, at 848. 


’ Brief for the United States, Vol. 2, at 486. After the sale, Wofford went on to establish 
another successful oil marketing firm. 
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People’s Oil Company.—E. N. Wooten, an ex-Standard employee, testified 
that from 1892 to 1898 Standard cut prices severely at Atlanta to kill off the 
People’s and the Commercial, and that both were forced to sell out to the 
Standard.’*° Collings denied that Standard started a price war or tried to 
drive them out.'*! There is both indirect and direct evidence that they were 
not forced out: First, Wooten said the sales were secret, and secrets cannot 
usually be kept when parties are aggrieved. Second, People’s was a customer 
of Standard. Third, the former owner of People’s explicitly denied that she 
was forced out or underpaid.'** Fourth, Wooten acknowledged that the value 
of People’s and the Commercial had not been higher at any time than when 
they sold out.!*% 

Testimony of Mr. Castle.—Castle testified that while employed by Stand- 
ard, he forced an independent Port Huron, Michigan dealer—Mr. Campfield 
—to sell out to Standard sometime after 1889.'** Correspondence indicated 
that Castle was supposed to rebate to dealers to keep the Port Huron kero- 
sene price depressed to 6 cents per gallon to combat Campfield.’*® It is not 
clear who started the price cutting, and I can find no further evidence about 
the incident. There is no doubt that Castle employed rebates extensively in 
the Ohio territory;'** that is why Standard claimed they fired him. Castle 
also testified that he forced a Cuyahoga Falls peddler named Blackburn to 
sell out.’*7 For one who claimed to have waged war so long and widely, even 
the results that Castle claimed appear slender, indeed.'** 


™° Vol. 5, at 2096-2103. Commercial was owned by the Peerless Refining Company of 
Cleveland. Standard claimed to have fired Wooten because of his alleged “drug habit.” Vol. 
12, at 906. 


" Td., at 897-901. Vol. 18, at 253 (Def. Exh. 923). 


™ Vol. 5, at 2149. Another example is the purchase of two wholesale marketing organi- 
zations started by a Mr. Joseph. According to Cooke, a Government witness, 

“(T]he Standard was anxious to get a location... and they realized there was hardly 
room for two companies (it was not a large town), and they went to Joseph and offered 
to buy him out; and I must say for the Standard Oil Company, they were very fair and 
equitable with him because they gave him a darned sight more than the old trap was 
worth.” Id., at 2531. 

Joseph agreed to stay out of the oil business, but soon came back, put up another bulk 
plant, and started cutting prices. 

“Q. And the Standard met his cut ? 

“A. Well, you wouldn’t expect them to take bank shots all the time, would you?” Ibid. 
Joseph sold out again. 


™ Vol. 6, at 3059-60. ™ Vol. 10, at 1894-95 (Pet. Exh. 836, 837). 


™ Vol. 3, at 1362-3; Vol. 6, at 3030, 3037—38, 3039-45, 3071; Vol. 10, at 1886 (Pet. Exh. 
829) ; Vol. 13, at 1511-15; 1576. 


“7 Vol. 6, at 3044. At 3041, he says an unnamed peddler at Columbiana, Ohio also was 
forced to sell. The Columbiana affair arose out of price-cutting by Freedom Oil, Vol. 13, 
at 1511-15, as did many incidents in Ohio. Vol. 6, at 3040, 3044. 

8 Mahle, a former Standard stenographer, claimed that Blaustein tried to run Fivel, a 
peddler, out of Norfolk. Vol. 5, pp. 2211-12, 2360-62. Blaustein denied that, but admitted 
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C) PRICE CUTTING AND BUSINESS EXTINCTION 


There remains the possibility that marketers were exterminated rather than 
purchased. The evidence is scanty and unconvincing. 

Decline of Cleveland Peddlers —According to Castle, in 1903, when Stand- 
ard sent peddling wagons into Cleveland, the independent peddlers were 
doomed.'*® Whereas before that time independent peddlers flourished, their 
numbers declined drastically: 


[A]t that time peddlers were getting a pretty good rebate and the retail prices 
hadn’t been brought down. They were doing pretty well there for a start... . After 
they brought these wagons on. . . .[I]t made the margin very small, and it had the 
effect that up to this time there are very few peddlers in the business, at the present 
time. Out of probably two hundred and fifty at that time, I don’t think you could 
find fifty now.15° 


Squire, of Standard, offered a different and more sensible explanation: 


[I]n 1902 there were 115 peddlers, with no natural-gas meters in use. In 1903 
there were 90 peddlers, with 16,194 natural-gas meters in use. In 1904 there were 
80 peddlers, with 30,165 natural-gas meters in use. In 1905, there were 78 peddlers, 
with 46,819 natural-gas meters in use. In 1906 there were 61 peddlers, with 66,743 
natural-gas meters in use. In 1907 there were 43 peddlers, with 77,646 natural-gas 
meters in use. In 1908 there were 40 peddlers, with 83,976 natural-gas meters in 
use.151 


Natural gas, of course, was used both for heating and lighting. 

The Mahle Testimony.—Mahle gave a great deal of hearsay testimony. For 
example, he said that three oil dealers in the Baltimore territory had been run 
out of business by Standard: Tough-Rutherford, McNeil, and the Purse fam- 
ily at Seaford, Delaware. I cannot find any evidence on the first two, but the 
allegation with respect to Purse is erroneous. The Seaford Company was a 
Crew-Levick concern, not a Standard “bogus” company,’*” and the Purse fam- 
ily said it was Red C price-cutting that drove them out. 

Other Incidents —H. C. Boardman worked for Standard in Augusta, Geor- 
gia from 1886-1904, and testified that during that period Standard cut prices 
to drive out competitors.1°* Boardman said that one marketer, J. T. Thornhill, 
“finally abandoned business”; and that other major integrated competitors of 


buying Fivel’s wagon and supplies. Vol. 15, at 2434-39. Farquaharson said Blaustein ulti- 
mately bought Fivel out for $50 more than the “excessive” figure at which he first offered 
to sell. Vol. 5, at 2211. See also Vol. 2, at 725-27; Vol. 5, 2100-2, 2107, 2279; Vol. 12, at 
902-05 ; Vol. 15, at 2445-7; 2549-52, 2544. 


“’ Vol. 6, at 3054—56, 3108-19, 3124, 3201, 3206; see also Vol. 3, at 1507-10. 

™ Vol. 6, at 3056. ** Vol. 13, 1532. 

™ Vol. 13, at 1218, 1278-79, 1281, 1283, 1307. Cf. Vol. 5, at 2412; Vol. 13, at 1219-20, 
Vol. 5, at 2163-67. 
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Standard withdrew from the territory. These allegations were controverted.'** 
Even Boardman admitted that Standard cut prices only “as last resort.’”’?5 

Maywood Maxon, once a Standard employee, testified that in 1899 an un- 
named independent oil dealer at Paris, Illinois was forced out of business after 
a year of rebating and price war.’** Collings denied the whole affair.1°* In an- 
other instance, Kercher claimed that a peddier named Wagner left the busi- 
ness,2°5 ; 

C. M. Lines testified that he ran a string of bogus peddling wagons for 
Standard between 1900 and 1903.1 He said he thought that these concerns 
lost money.’®’ George Lane, who had worked for Lines, said that in Youngs- 
town Lines made a “drive” on another peddler’s business, and drove every- 
body out of business except the man he was after.**’ On the other hand, Vahey, 
the peddler who was alleged to be the object of Lines’ warfare, testified that he 
did a land office business when the Standard group attacked him.’ Far from 
going out of business, he apparently flourished. 

Marketing: Summary.—tThis testimony is voluminous, controverted, and 
confusing. Many exhibits were ambiguous, and some are of dubious authen- 
ticity. Several conclusions stand out, however: 

1. If Standard’s object was to monopolize marketing—and that would have 
been irrational to begin with—they failed. For, if we abstract from the decline 
of kerosene peddling that followed the growth of natural gas in Cleveland, I 
can find less than 10 smail oil dealers whose sale or disappearance appears to 
have anything to do with local-price cutting. And that is a liberal estimate of 
the evidence. Some of the firms were nameless; allegations were often vague; 
most claims were disproved; some, while not controverted, were never really 





* See e.g., Vol. 12, at 910; Vol. 5, 2163. Boardman himself was a little vague: “I don’t 
know whether they sold out, but the impression was that they sold out to the Standard.” 
Vol. 5, at 2166. Boardman claimed that Tidewater; Crew-Levick; and Blodgett, Moore & 
Co., all withdrew. 

™ Td., at 2164. 


*® Vol. 3, at 1291, 1293, 1294, 1313. Maxon obviously wanted revenge on Standard; id., 
at 1294. 

** Vol. 12, at 890. See also Vol. 5, at 2466-69. 

*’ Vol. 6, at 2832—3. But see Vol. 10 at 1846 (Pet. Exh. 798). Kercher was an admitted 
perjurer. He also had a grudge against Standard, and apparently tried to blackmail them. 
Vol. 6, at 2949 et seq., 2969 et seq., 2990. 

*© Vol. 6, at 3201 et seq. 

™ Tbid., at 3205. Vol. 3, at 1356-61. 

* Vol. 3, pp. 1366-67. Though just a peddler, Vahey was no fool. He claimed that when 
a Standard employee threatened to put him out of business, he replied that “. . . I was posi- 
tive it would take him at least two years to put me out of business and maybe he couldn't 


do it then. . . .” Id., at 1367. For another alleged instance see Nicolai Brothers, Vol. 13, at 
1196, 











PREDATORY PRICE CUTTING 167 


proved. In many cases, probably most of them, the independents clearly ini- 
tiated price cuts. 

The “possible” cases are, therefore, really unexplained cases. Most of them 
involved peddlers, among whom I would expect failures to be relatively numer- 
ous in the absence of predatory practices. 

“Fatalities,” from all causes, were apparently not very numerous in petro- 
leum retailing and wholesaling, which is surprising in the light of the usual 
experience in petty trade. There were a fair number of purchases, but fewer 
than one might have expected. 

2. Standard’s correspondence and directives to salesmen show that they 
were intent on getting business that paid, but were not going to give away 
anything to get it.‘°* Salesmen were cautioned to “be as economical in getting 
this business as possible”;'®* were denounced for cutting prices when it was 
not necessary *®° and for selling too much oil at special prices.1® 

3. It is interesting that most of the ex-Standard employees who testified 
about Standard’s deadly predatory tactics entered the oil business when they 
left the Standard. They also prospered. 

4. Standard apparently had a shrewd and hard marketing organization. It 
had every interest in distributing as cheaply as possible, and tried to achieve 
that result.1° 

Standard’s salesmen and agents had to fill in “Form 29” requesting permission to cut 

prices. E.g., Vol. 3, at 1021-22; Vol. 12, at 962. Permission was often withheld. Vol. 10, at 
1758-59 (Pet. Exh. 690). See Vol. 12, at 688, 845, 907. Standard’s employees by and large 
appear to have learned what they were told. As one Waters-Pierce man put it: 

“Our goods was [sic] just as good or [a] little better than our competitors and I thought 
we should get as much for them as possible. [Cutting price] might increase the gallonage, 
but I figured we would lose money.” Vol. 3, at 1170. 

Wilmer also testified that Standard expected its salesmen to get the business at remuner- 
ative prices, for “[a]nyone could give goods away.” Vol. 13, at 1250. Metzell, a competitor’s 
salesman, agreed that “[t]hey are getting all they can.” Vol. 5, at 2418. Wilhoit knew that 
Standard’s profitability rested on high prices, not low ones. As he put it, 

“[I]f I could market my goods at such prices as the Standard Oil Company get for them 
regularly, I would not want but one year’s business at their regular prices, if I got twenty- 
five per cent of the business. One year would be all I want to retire on at their regular 
price. We don’t get their regular price.” 

Vol. 3, at 1038. 

“ Vol. 10 at 1840 (Pet. Exh. 790). 

 “T have also corresponded with our agents in the South Carolina field and they fully 
understand we want to retain our business and would reduce our market 4 cent per gallon 
rather than sce the business go to the other oil companies, but I have impressed upon their 
minds that we do not want to put this reduction into effect unless it is absolutely necessary.” 
Vol. 10, at 1758-59. (Pet. Exh. 690). 

*Vol. 12, at 1019. 

* Collings said that the incidents in Standard of Kentucky territory were in large part 
caused by excessively high dealer prices that Standard was in the process of breaking down. 
Vol. 5, at 2462; Vol. 12, at 886-89, 923-927. According to Collings, a peddler working on a 
4¢ per gallon margin can do well: As he put it, 

“So that at 4 cents a gallon it will be about, at 150 gallons a day, $6 a day. A man with 
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IV. ConcLusions 


Judging from the Record, Standard Oil did not use predatory price dis- 
crimination to drive out competing refiners, nor did its pricing practice have 
that effect. Whereas there may be a very few cases in which retail kerosene 
peddlers or dealers went out of business after or during price cutting, there 
is no real proof that Standard’s pricing policies were responsible. I am con- 
vinced that Standard did not systematically, if ever, use local price cutting in 
retailing, or anywhere else, to reduce competition. To do so would have been 
foolish; and, whatever else has been said about them, the old Standard organ- 
ization was seldom criticized for making less money when it could readily have 
made more. 

In some respects it is too bad that Standard did not employ predatory price 
cutting to achieve its monopoly position. In doing so it would surely have got- 
ten no greater monopoly power than it achieved in other ways, and during the 
process consumers could have bought petroleum products for a great deal less 
money. Standard would thereby not only have given some of its own capital 
away, but would also have compelled competitors to donate a smaller 
amount.®% 

It is correct that Standard discriminated in price, but it did so to maximize 
profits given the elasticities of demand of markets in which it sold. It did not 
use price discrimination to change those elasticities. Anyone who has relied 
upon price discrimination to explain Standard’s dominance would do well to 
start looking for something else.’ The place to start is merger. 

It should be quite clear that this is not a verdict of acquittal for the Stand- 
ard Oil Company; the issue of monopoly remains. What this study says is that 
Standard did not achieve or maintain a monopoly position through price dis- 


one horse and wagon that can make $6 a day is doing very well. .. . [W]e figure that from 
2 to 3 cents over the tank-wagon price was a fair price for the peddler. They could make 
a good living out of that... . / And where they tried to hold up the customer to a fancy 
profit above that we used our efforts in one way or another to get them to bring it down, 
the object being, of course, to increase the consumption of oil. We felt, of course, that 
if they held the price up to 15 or 20 cents a gallon for oil, people would be more eco- 
nomical in the use of it.” 
Id., at 890. See also id. at 917-18. Cooke, a Government witness, testified that the effect 
of Standard’s Capital City Wagons was to force peddlers to charge reasonable prices to con- 
sumers. 


* This, of course, ignores certain moral issues. Economics is not a particularly useful tool 
for dealing with them. 


*” In arguing against the Defendant’s motion for adjournment to prepare its case, Govern- 
ment Counsel may have admitted what I have concluded: 

“What is there, then, to prepare for in this case? Simply the question of unfair compe- 
tition. The Examiner can see from the testimony that has already been taken that that 
is not a great task; that it won’t take any particular time for them to prepare to meet 
that testimony.” Vol. 6, at 3333. 
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crimination. The issue of whether the monopoly should have been dissolved is 
quite separate. 

I think one further observation can tentatively be made. If the popular in- 
terpretation of the Standard Oil case is at all responsible for the emphasis 
that anti-trust policy places on “unfair” and “monopolizing” business prac- 
tices, that emphasis is misplaced.'*® This limited study suggests that what 
businessmen do to one another is much less significant to monopoly than what 
they find it useful to do together to serve their common interest. 


*° The Standard Legend may also be responsible for the strained analogy often drawn 
between business and war. Analogies to chess strike me as being equally weak. Chess is a 
competitive game which one player wins, while the other loses. Successful quasi-monopoly 
seeks to avoid the competitive game, since all players lose as soon as they begin playing it 











CITY PLANNING: AN ANALYSIS OF THE 
CONTENT OF THE MASTER PLAN* 


ALLISON DUNHAM 
University of Chicago Law Schoel 


‘Le Standard City Planning Enabling Act proposed as a model planning 
act in 1928 by the Department of Commerce provides that the city plan 
commission shall adopt a master plan which shall show the commission’s rec- 
ommendations as to the: (1) general location of streets and other means of 
communication; (2) general location of public parks, recreational facilities 
and open spaces; (3) general location of public buildings and other public 
properties; (4) general location of public utilities and terminals both public 
and private; (5) change or abandonment of any of the above locations; and 
(6) zoning plan for the control of height, area, bulk, location and use of 
buildings and premises. In preparing this master plan the commission is di- 
rected to have in mind the general purpose of “guiding and accomplishing a 
coordinated, adjusted, and harmonious development of the municipality” so 
as best to promote “health, safety, morals, order, convenience, prosperity, and 
general welfare, as well as efficiency and economy in the process of develop- 
ment.”? (Emphasis added.) 

This model state enabling act was prepared primarily by Mr. Edward 
Bassett of New York, one of the fathers of city planning in the United States.” 
It has been used as the basis of enabling legislation in many states in the 
United States and has exerted considerable influence on city planning.* 

Recent literature on city planning exhibits a marked tendency to depart 
from the concept of planning as envisaged by Bassett. In part this is due to 
a tendency of modern planners so to confuse the terms plan, forecast and 
proposal that the reader cannot tell whether the author is writing about ac- 

A slightly different version of this article appears in 58 Col. Law Rev. 650 (May 1958) 

While the views herein are mine, I am indebted to the Rockefeller Foundation and the 
University of Wisconsin Law School for the opportunity to participate in a Land Use Sem- 
inar in the summer of 1956, wherein I developed the views expressed. For a description of 
the Seminar, see Bulletin of the University of Wisconsin, 484 (1956-58) ; cf. Beuscher and 
Kucirek, Wisconsin’s Official Map Law, 1957 Wis. L. Rev. 176. 

*U.S. Department of Commerce, A Standard City Planning Enabling Act, §§ 6 and 7, rev. 
ed. 1928. 

“See Harvard City Planning Studies VII, Model Laws for planning Cities, Counties, and 
States (1935) for other indications of Bassett’s work. See also Bassett, Zoning (rev. ed., 
1940) and especially Bassett, The Master Plan (1938). 

* For a digest of planning enabling legislation See Appendices to Haar, The Master Plan: 
An Impermanent Constitution, 20 Law & Contemp. Prob. 353 (1955). 
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tions to be taken by government to achieve some stated objective (a plan), 
or about the developments which will occur without government intervention 
(a forecast), or about the way in which a city should develop partly as a 
result of unplanned forces in the economy and partly as a result of interfer- 
ence with such forces by a plan of government action (a proposal).* Bassett 
quite clearly limited his concept of a master plan to actions to be taken by 
government with respect to public and private land uses.® 

The essence of the criticism of the Bassett concept is that it is too narrow 
because it excludes from city planning all development plans (other than 
location) of public and private users of land resources; too physical because 
it emphasizes location and thereby ignores numerous socio-economic forces; 
too rigid because a city is a dynamic place; and too detailed because a master 
plan ought to be confined more to general principles. It has been suggested 
that there does not seem to be any logical basis for the items which Bassett 
includes in, and excludes from, his city plan. A master or general or compre- 
hensive plan ought, it is said, to concern itself with principles of location, not 
with actual location, and it ought to be conceived of as a constitution, a set 
of principles to guide public agencies and private owners in development of 
the city.° Thus the comprehensive plan would not provide a general location 


‘In the process it might be said that some planning writers have made more attempts to 
confiscate words than to confiscate private property. Higgins, Towards a Science of Com- 
munity Planning, 15, J. Am. Inst. Planners 3 (1949) quotes a Professor Parkins as defining 
planning as “guiding the development of a city so that it may at some future date be what 
its citizens want it to be.’’ Presumably this means that other methods of land use allocation 
in a city are made so as not to give the citizens what they want; since we are all for giving 
the public what they want we must want city planning. Williams, Planning Law and Demo- 
cratic Living, 20 Law & Contemp. Prob. 317 (1955) defines city planning as “the process of 
consciously exercising rational control” (italics added) apparently to suggest that other 
methods are either unconscious or irrational, or perhaps both. Thomas Adams is quoted in 
H. M. Lewis, Planning the Modern City 17 (1940) as claiming that “planning is concerned 
with the shaping and guiding of the physical growth and arrangement of towns in harmony 
with their social and economic needs”; presumably then everything else about land use is 
unconcerned or antisocial or uneconomic. The most extreme attempt at confiscation is 
Directive Committee on Regional Planning, Yale University, The Case for Regional Planning 
with Special Reference to New England 7 (1947): “Planning is the rational adaption of 
means to ends.” For an extensive list of the literature in this field see McDougal and Haber, 
Property, Wealth and Land 463, 777-78 (1948). 

*See Note 2 supra. 


*See Haar, The Content of the General Plan: A Glance at History, 21 J. Am. Inst. 
Planners 66 (1955) ; Haar, The Master Plan: An Impermanent Constitution, 20 Law & Con- 
temp. Prob. 353 (1955). Fagin, Regulating the Timing of Urban Deveolpment, 20 Law & 
Contemp. Prob. 298 (1955). One of the better statements of the “anti-Bassett” position is 
that of Hugh Pomeroy, Director of Westchester County, New York, Department of Plan- 
ning, in Some Thoughts on the Master Plan (Mimeo.) (1951) in which he states: “Planning, 
to be both realistic and effective (and it must be both to be either), must be regarded as a 
continuing process in public administration, consisting of (1) establishment of policies with 
respect to the desirable physical form and character of the communty and (2) the use of 
these policies as a guide (a) for public activities and (b) for various regulations applying 
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for a future park; it would establish a principle for location of parks such as 
a standard that there should be x acres of park for every y number of people 
so located that the y numbers reside not more than z distance from the park. 

It is the thesis of this paper that there is a theory which would support 
Bassett’s conception of the master plan and the Standard City Planning 
Enabling Act. This is not to say that Bassett held this theory; certainly he 
did not make it explicit.*? Rather it is suggested that support for this limitation 
on the content of the master plan comes from the organization of city govern- 
ment and from constitutional principles drawing the line between interfer- 
ences with private property for which the government must pay by reason of 
the condemnation clauses of our constitutions and those interferences for 
which no payment need be made under the police power of our governments. 
The question is whether there is a principle which supports a concept of city 
planning limiting the plan basically to a showing of the location of public 
works and utilities and of the places or districts where various types of private 
development should not be located (the zoning plan). 

Perhaps we can focus attention on significant problems if we assume a 
hypothetical city which does not have a city plan commission but which does 
have a park department, a street department, a school board, a water and 
sewer department and other departments of city government charged with 
building and operating numerous public works. Each of these departments of 
our hypothetical city government we assume has been staffed with conscien- 
tious, honest and competent public servants including a planner whose special- 
ty is making forward plans about new public works of the type subject to the 
jurisdiction of his department. What would we expect our specialty planner, 
for example a park-planner, to do if the job of planning and building parks 
is to be done well, uninfluenced by any central planning? We would expect 
him to develop and operate under some principles about parks as to size and 
location of a type which Professor Haar says the city planner should prepare 
or promulgate. We would expect further that our capable park planner would 
plan the location of his parks so as to maximize the satisfaction of users of 
parks by locating the park so as to serve most efficiently the most people and 
at the same time to consider land and development costs so as to choose a 
location which minimizes costs to the taxpayer. Not only would we expect a 


to private development. . . . What is the master plan? It is my belief that the so-called 
master plan, to mean anything useful and usable, must be regarded as consisting of the 
policies that the municipality decides upon and establishes with respect to its desirable form 
or character—whether these be expressed in maps or in statements of objectives, principles 
and standards. Strict disciples of the late Edward M. Bassett would be greatly disturbed by 
the suggestion that the master plan could include anything other than things that can be 
shown by lines on a map... .” (Italics supplied.) 


*In Harvard Planning Studies VII., op. cit. supra note 2, Bassett and Williams express no 
reason other than “futility” and “vastness” for their exclusions. 
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park planner and operator to proceed in this manner but we would also expect 
each of the operating departments to make decisions in terms of satisfaction 
and costs. 

In such a hypothetical city is there a place for central planning by a city 
plan commission or will the departmental planzers do all of the planning 
which ideally needs to be done? Much of the promotional literature on city 
planning assumes that without a city planner in government no planning is 
done. Even if true this would not justify city planning for if we assume a 
city with no person in city government doing any planning (apparently de- 
cisions would be made by a coin flip or a card game in such a city) we must 
still ask whether we would make the greatest improvement in our city by 
spending funds for departmental planners, or for city planners or for both. 
We need not be detained by the thought that a central planning agency may 
be more efficient by permitting several departments to share the cost of one 
good planner. So far as I know no argument for a city planner is placed on 
this ground. The assumption must be therefore that a city planner or central 
planner is to do something which is different from that which we expect gooa 
personnel in operating departments to do. We cannot easily believe that a 
city planner is simply to prepare duplicate plans for the location of parks, 
streets, etc. as long as we leave responsibility in such departments. 

The quick answer is that the central planner is to “co-ordinate” and many 
of the planning acts direct the city planner to “guide accomplishment” of a 
“co-ordinated, adjusted and harmonious development of the municipality.” 
But co-ordinate what? Do we mean collecting from each department and 
disseminating to all of them information about the plans of development of 
each so that two or more departments will not knowingly plan to locate public 
works on the same parcel of land? There are so many more efficient ways of 
controlling this lack of coordination if this is what we mean. 

Do we mean coordinating by making certain that when the park department 
proposes to locate a new park, the street department and other departments 
will have so located their own new facilities that the new park will be served 
adequately? Perhaps. Among the risks in calculation of our good park planner 
is the risk that his assumptions concerning the location and timing of other 
public improvements needed to make his park location the most efficient will 
be wrong. Our good park planner must seek to discover the forward plans of 
other departments and form a judgment concerning the likelihood of these 
facilities materializing at the right time in the right place. A master plan 
could reduce these risks if the law provided that no operating department 
could deviate from the locations shown on an official map.’ But the risk of 

*The Standard Enabling Act does this in part in Section 9 by providing that after the 
master plan is adopted “no street, square, park, . . . or open space, or public building .. . 


shall be constructed or authorized . . . until the location . . . shall have been . . . approved by 
the commission.” 
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unco-ordinated timing remains unless some central agency has power to com- 
pel the operating departments to construct at a particular time. Nothing in 
the literature or in the Bassett plan advocates giving the central plan agency 
any power to control timing. 

Long-range planning of any operating department also involves forecasting 
as well as planning—for example, forecasting that sufficient people will live 
in a certain area in 1965 to warrant a plan to locate a new park in that area. 
Forecasting at its best involves many elements of guessing and if each depart- 
ment does its own forecasting, there is a real possibility of divergence of con- 
clusion as to location and timing of demands for public services. There is 
something to be said therefore for a central agency preparing a uniform fore- 
cast upon which assumption each department prepares its long-range plans. 
This would be coordination in using the same basic data and the same con- 
clusions drawn therefrom. But it should be noticed that a centralized public 
works department could achieve both this coordination and the preceding 
type of coordination as well as a city plan commission, and we are told that we 
need a commission even if we have centralized public works planning. 

Is the desired coordination that of protecting one public work, for example, 
a park, from the adverse impact af another public work, for example, a 
garbage disposal plant? If each public works planner maximizes the satis- 
factions of users and minimizes costs it would be hard to visualize a situation 
where the public work which would be hurt would be planned for a location 
near an existing incompatible public use. But we can readily visualize the 
reverse situation, for the most efficient and economical place disposing of 
garbage may be a site adjacent to an existing park. Indeed, given the assump- 
tion with which we started, it would be the duty of the sanitation department 
to select the site near the park if that site gave the maximum efficiency for 
garbage removal at the least cost. A central agency with power to plot location 
of facilities on a map and power to prevent deviations could prevent incom- 
patible locations of public works. In deciding to protect the park from the 
adverse impact of the new garbage dump the central plan agency would be 
considering factors other than efficiency and economy of the particular works 
and would be considering factors which we would not expect or want the 
operating departments to consider. 

It is this factor of the external impact of one public work upon another that 
is the key to Bassett’s concept of the master plan.® The external impact of a 


*Cf. G. H. Herrold, Needed: A Statement for the Public on Planning, 10 J. Am. Inst. 
Planners 32, 34 (1944): “The location of a bridge with reference to the origin and destination 
of the traffic it is to carry; its effect on land values and its influence on the habits of the 
people [are included in] city planning.” (Italics supplied.) This claims too much for the 
central planner ; location for traffic should be a function of a street or bridge planner in an 
eperating department of government; but the effect of the bridge on land values is a matter 
for the plan commission. 
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public work may be either beneficial or detrimental to other public works and 
to property of private persons who may or may not be served by the particular 
public work. This external impact is not a factor which would figure in the 
calculations of a planner of one of the operating departments charged with 
the responsibility of maximizing the satisfactions of users (efficiency) and 
minimizing the public expense (economy). Because of this external impact, 
it is possible that a less efficient or more costly location of a public work may, 
in terms of net community benefit, be more advantageous to general welfare 
than the most efficient and economical site. Since the external impact comes 
from location, it is essential that the central planners generally locate public 
works. 

The Bassett planning statute charges the central planner with consideration 
of this external impact by directing it, in making locations of public works, 
to consider “health, safety, morals, order, convenience, prosperity and gen- 
eral welfare, as well as efficiency and economy.’?® Presumably the depart- 
mental planners have considered “efficiency and economy,” and the only 
“health, convenience and welfare” not contained within the term “efficiency 
and economy” is that caused by the impact of the project on persons and 
activities which do not consume the services to be rendered by the public 
works. 

This theory of the function of the central planner defines the role of city 
planning, as distinguished from departmental planning, in such a way that it 
leaves room for other public officials in other city departments to function. 
The central planner is not uniquely charged with promoting the general wel- 
fare; the entire city government is charged with this responsibility. It is not 
charged even with locating public works or changing the locations picked by 
operating planners so as to provide the greatest services at the least cost 
(efficiency and economy); each operating department has primary responsi- 
bility for this aspect of general welfare and the central planner is not a board 
of review. The central planner is charged with promoting the general welfare 
by recommending a location of a public work different from a location deter- 
mined upon by considerations of efficiency and economy whenever the central 


- 


Section 7 of the Standard City Planning Enabling Act provides: “In the preparation of 
such plan the commission shall make careful and comprehensive surveys and studies of 
present conditions and future growth of the municipality and with due regard to its rela- 
tion to neighboring territory. The plan shall be made with the general purpose of guiding 
and accomplishing a co-ordinated, adjusted, and harmonious development of the munici- 
pality and its environs which will, in accordance with present and future needs, best pro- 
mote health, safety, morals, order, convenience, prosperity, and general welfare, as well as 
efficiency and economy in the process of development; including, among other things, ade- 
quate provision for traffic, the promotion of safety from fire and other dangers, adequate 
provision for light and air, the promotion of healthful and convenient distribution of popula- 
tion, the promotion of good civic design and arrangement, wise and efficient expenditure of 
public funds, and the adequate provision of public utilities and other public requirements.” 
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planner determines that the gain to total welfare from a location chosen by 
it exceeds the loss to users of services and to taxpayers resulting from a 
change of the most efficient an4 economical location picked by departmental 
planners. 

The Bassett concept of the master plan contains one other element of loca- 
tion, and it is the one element of the master plan dealing directly with private 
land use decisions—the zoning plan. The zoning plan is logically included in | 
the master plan under the above theory because it puts the central planners 
in substantially the same relation to decisions of private land-owners as they 
are to decisions of operating departments. The zoning plan, just as in planning 
the general location of public works, creates or allocates external benefits and 
costs arising from private land use and these external factors are not reflected 
in the calculations made in the market by the exercise of private volition any 
more than they are considered by operating departments of government." By 
excluding an incompatible private use from its most efficient and economical 
location, the central planner may be increasing the costs of the users of the 
services produced by private use, but the justification for such a burden is 
that a greater benefit to general welfare results. 

A unifying theme for the Standard City Planning Enabling Act and for the 
functions of central planners now appears: the central planner treats with 
those aspects of costs and benefits which, in the case of decisions concerning 
government land use (public works), are not reflected in calculations of the 
most efficient use of resources and which in the case of private land use de- 
cisions are not reflected in the market of land or of services from land. We 
can also explain the exclusions from central planning. The central planner is 
not to plan the optimum size of parks, or the width of streets, or the quality 
and design of public workers, or even state principles on these points. These 
are matters going to the efficiency of a public work and enter into normal 
calculations of the operating departments and are matters as to which the 
operating departments are at least as qualified as the central planner. The 
central planner is not to concern himself, under the Bassett plan, with build- 
ing and housing laws. As long as the objective of these laws is the protection 
of users of land from their own acts (occupying unsafe places), these matters 
are not proper subjects of central planning. It is only when location affects 
other land, because land is tied to land, that the central planner interferes 
with public or private decisions. 

Bassett rejected from time to time proposals that the central planner should 

"™ For development of this concept of external costs and benefits see Pigou, Economics of 
Welfare 149-79 (1920) ; Kapp, The Social Costs of Private Enterprise (1950) ; R. Turvey, 
Development Charges and the Compensation—Betterment Problem, 63 Econ. J. 299 (1953), 
64 Econ. J. 358 (1954) ; F. G. Davidson, Planning and Compensation, 31 The Econ. Record 


40 (1955) ; B. Higgins, Towards a Science of Community Planning, 15 J. Am. Inst. Planners 
3 (1949) ; M. Polanyi, The Logic of Liberty 148 (1951). 
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not only plan private uses negatively (the zoning plan) but should plan them 
positively by putting into the plan the future development through private 
decisions concerning private land.’* This proposal continues to come up and 
sometimes appears to receive statutory blessing. Thus, in Title I of the 
Housing Act of 1949 as amended, federal aid to urban redevelopment and 
urban renewal is conditioned on the community having a general plan for the 
development of the community as a whole as well as a plan for redevelopment 
of the project area.’* In the statutes and the proposals there may be a con- 
fusion of plan and forecast. If all that is proposed is that the central planners 
show what it is likely that private owners operating through market forces 
will do uninfluenced by government, that is one thing. To the extent, however, 
that the statutes mean that the central planners are to recommend that the 
community take a series of government actions to secure the proposed devel- 
opment of the whole community, they propose government interference with 
the decisions of private owners on a scale and of a type never before con- 
templated in our economy and of a type not consistent with the above theory 
of central planning. 

If what is contemplated is that the central planner plan a private develop- 
ment in a particular way in order to make it a better project for the consumers 
of its services, then this is giving the central planner extraordinary power of 
meddling with the choices of the sovereign consumer. Given our commitment 
to a free enterprise economy, there does not seem to be much justification for 
interierence with the market concerning factors (consumer preferences) which 
are ordinarily reflected in the market. At least it should take a strong showing 
that the central planner’s idea of what the consumers ought to have is essen- 
tial to the welfare of such consumers before interference is warranted." 

It is true, however, that the location, lay-out and design of private develop- 
ments may benefit neighboring lands in the community. Is not this a reason, 
consistent with theory, why the central planners should plan private develop- 
ment—that is, take steps to bring about such development? The justification, 
if any, for excluding the central planner from this type of development plan- 
ning comes from reasons unconnected with the analysis thus far presented. 
To understand these reasons we need ask what steps could government take 
to induce private development of a type which normal market forces would 
not produce? Four methods suggest themselves: government can induce the 
desired development (1) by removing impediments to development now re- 
flected in the market; (2) by purchasing the desired benefit; (3) by permit- 
ting the private owners to charge those benefited for the value of the benefit 
given; or (4) by so restricting the alternative uses available to private owners 

See Bassett, The Master Plan, op. cit. supra Note 2. 


* 63 Stat. 416 (1949), 68 Stat. 590, (1954), 42 U.S.C.A. § 1455 (1957). 
“See Dukeminier infra Note 24. 
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that the only remaining profitable use is the development which is the objec- 
tive of the plan. 

Government removes various impediments when it changes the law or the 
enforcement of law which impairs the ability of the market to produce the 
desired development. Thus, if laxity of enforcement of a housing code gives 
an area such a bad appearance that private development of new apartments 
will not come in the area, the development, might be induced if the housing 
code were enforced.!*° Some redevelopment legislation proceeds on the theory 
that the impediment to private development of the type desired is difficulty 
of assembly of a tract of sufficient size to redevelop. This legislation then lends 
the condemnation power to the owners of a percentage of the larger area to 
compel the non-assenters to sell the needed land.!® 

Government purchases the benefit by subsidy.’ This might take the form 
of a tax advantage, of a capital grant, or of government acquisition and resale 
at less than acquisition cost. Government permits the private owner to charge 
for the benefit conferred when it changes the law of property, quasi-contract 
or some other rule so as to permit the one conferring the benefit to have a 
legal process for collection of the value of the benefit from a non-agreeing 
person who is in fact benefited.1* Special assessment statutes or improvement 
district laws which authorize a percentage of owners in an area to undertake 
a project such as a new sidewalk or paving or drainage facilities and then 
permit them to compel the non-assenting owners to pay for the benefit con- 
ferred upon them are of this type.’® 

* This is the theory, in part, of the Urban Conservation Act of TIlinois, Ill. Rev. Stat 
(1953) c. 674, §§ 91.8-91.16. 

* See e.g., N.Y. Redevelopment Corporation Law, McKinney’s Unconsolidated Laws, 
(1949); Title 11, §§ 3301-3322, Illinois Neighborhood Redevelopment Corporation Law, 
Ill. Rev. Stat. (1953), c. 674, §§ 251-94, respectively, sustained in Murray v. LaGuardia, 
291 N.Y. 320, 52 N.E. 2d. 884 (1943) and Zurn v. Chicazo, 389 Ill. 114, 59 N.E. 2d. (1945). 

“ Tax subsidies: N.Y. Tax Law (McKinney (1953) §§ 5a and 5c (for repair of multiple 
dwellings), § § 5f and 5g (for new off-street parking facilities) ; La. Rev. Stat. 1955, Art. 10, 
§ 4(10) (for new factories) ; grants and write down of value: District of Columbia Redevel- 
opment Act of 1945, 60 Stat. 790 (1946) sustained in Berman vy. Parker, 348 U.S. 26 (1954); 
Pennsylvania Urban Redevlopment Law (35) Purdon, 1945) § 1701 et seq., sustained in 
Belovsky v. Redevelopment Authority of Philadelphia, 357 Pa. 329, 54 A. 2d 277 (1947). 

** For example the betterment statutes authorizing a person to collect from an owner for 
improvements made upon his land by mistake, Ill. Rev. Stat. (1944) c. 45, §§ 56-61; Burns 
Ind. Stat. (1946) § 3-1501, 3-1502. A similar result occurs from “excess condemnation” 
where government acquires the land benefitted by a public work, as well as land needed, and 
then sells the benefitted land at a profit. See R. Turvey, Recoupment as an Aid in Financing 
19th Century Street Improvements in London, 21 The Rev. of Eco. Studies 53 (1953) ; Hart, 


Excess Condemnation a Solution of Some Problems of Urban Life, 11 Marq. L. Rev. 222 
(1927). 

** Burns Ind. Stat. (1948) § 27-104 (drainage ditches initiation by 10°~ of owners) ; Ii. 
Rev. Stat. (1941) c. 24, § 84-34 (50% of owners petitioning for sidewalks) ; N.Y. Village 
Law (McKinney, 1945) § 166 (owners of more than 50% of frontage petitioning for re- 
pavement of street). 
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Before central planners should participate in planning private develop- 
ments by the three methods just considered, the community must determine 
the primary purpose of its action. If the purpose of a removal of impediments, 
or of a subsidy is to obtain a development for meeting the satisfactions of 
users of the private development, then there is no place for decisions by cen- 
tral planners. If, for example, new housing or modernized housing is wanted 
wherever it is located for the sake of the housing, the central planner has 
nothing to contribute to the planning of such projects. If, on the other hand, 
the purpose of the government aid is to induce a particular kind of develop- 
ment in a particular place because of the beneficial impact of this develop- 
ment on neighboring properties, then there is reason for central planner par- 
ticipation in the development planning in order to maximize this pxternal 
impact. It is not necessarily a failure to plan which led many states to exclude 
the plan commission from consideration of the development of public housing 
or private housing built with tax subsidy ;*° it could be only a conclusion that 
the housing was wanted without regard to its external impact. Modern re- 
development legislation, built in part on the theory that redevelopment of a 
project area in a particular way will produce desirable benefits to the non- 
consumers of the project does generally call for participation of the central 
planner in the location of the project.*! 

It is the fourth type of planned private development that is most confusing 
to the planners. Strictly speaking government can induce the conferring of a 
benefit via a restriction only when the external benefit results from non-use 
of the private land, as in the case of restricting land use for an open space in 
order to obtain for the public the benefits of open spaces.?? In all other cases 
the only way the restriction can induce a benefit is to cause a change in the 
market value of the land to a point where the permitted and desired use be- 
comes an economical use for someone. Thus in Vernon Park Realty Co. v 


U. 


* See e.g., N.Y. Tax subsidies for repairs after World War I, supra Note 17. See also Blum 
and Bursler, Tax Subsidies for Rental Housing, 15 U. of Chi. L. Rev. 255 (1948), and the 
public housing acts in various states. 


¢ 


See e.g., I!inois Blighted Areas Redevelopment Act, Ill. Rev. Stat. (1947) c. 674 §§ 63 
91. 


* See e.g., proposal to preserve open spaces or agricultural use of Jand near a city or suburb 
by zoning. C. R. Mocine, Suburban Development Problems; Proceedings of the Annual 
Meeting of American Society of Planning Officials, 1955, p. 76 (1956). As an example of this 
type of ordinance see Los Angeles ordinance quoted in 2 Rathkopf, The Law of Zoning and 
‘lanning, 784-86 (1957). Set back lines in a zoning or other ordinance are also an example 
(see Gorieb v. Fox, 274 U.S. 603 (1927), but such lines differ from the open-space zoning in 
that absent control, a decision of owner A to build forward on his land but reduces or de- 
stroys the satisfactions which owner B can get from open space on his own land. Set back 
lines thus do more than induce a benefit, they prevent a harm. If benefit alone is derived, 
the set back lines are illegal. See Galt v. County of Cook, 405 Ill. 396, 91 N.E. 2d 395 (1950). 
But cf., City of Miami v. Rolmer, 58 S. 2d. (Fla.) 849 (1952) and 73 S. 2d. (Fla.) 285 (1954). 
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Mount Vernon,** where land, currently used for a parking lot, was zoned for 
parking use only because the municipality wanted the benefit of such use, 
rather than the changed use proposed by the owner, the restriction could not 
compel the benefit as long as the owner had the alternative of discontinuing 
the parking lot and leaving the land vacant. Only when the impact of the 
restriction changed the value of the land to a value for a parking lot would 
a parking lot be likely to continue. 

Unfortunately much of the literature and statutes obscure the difference 
between restricting a private decision concerning land in order to prevent an 
external harm and restricting a private decision in order to confer a benefit on 
persons other than the property owner.** There would appear to be substan- 
tial differences even though it may be said that preventing owner A from 
harming owner B confers a benefit upon B so that in essence all restriction 
confers a benefit. Most often the benefit resulting from eliminating a harm 
does not result in any particular physical use of the land after the restriction 
is imposed; the benefit comes as much from non-use as from any of the per- 
mitted uses. The benefit resulting from a restriction to obtain a benefit, on 
the other hand, most often results only from physical use of the land in a 
particular way. No community or external benefit is obtained from zoning 
land to industrial uses only if the desired industrial use does not result from 
the decision of some person in the market; but if industrial uses are pro- 
hibited in an area in order to prevent a harm, the benefit is obtained from 
whatever permissible decision the owner makes concerning his land. 

More serious, however, is the ethical and political judgment which the 
public must make when it seeks to compel the owner to confer a benefit. For, 
in effect, government is compelling a particular person to assume the cost of 
a benefit conferred on others without hope for recoupment of the cost. There 
is no approximation of equal sharing of cost or of sharing according to ca- 
pacity to pay as there is where the benefit is obtained by subsidy or expend- 
iture of public funds. The accident of ownership of a particular location de- 
termines the persons in the community bearing the cost of increasing the 
general welfare. 

The legislation and literature of the British Commonwealth, where there 
is no express constitutional provision to compel compensation to owners of 
property, reflect greater awareness of this problem than that of the United 


* 307 N.Y. 493, 12 N.E. 2d 517 (1954). 


* See e.g., J. W. Reps’ comment on Zayas v. Puerto Rico Planning Board, 69 P.R.R. 27 
(1948) in 20 J. Am. Inst. Planners 130 (1954), complaining that if we can force a subdivider 
to build streets we ought to be able to compel him to build parks because both are essential 
to health and welfare. But see Dukeminier, Zoning for Aesthetic Objectives, A Reappraisal, 
20 Law & Contemp. Prob. 218, 224 (1955) ; “According to our basic social hypothesis, this 
intervention (by government) should occur only when community values are seriously 
damaged or threatend by specific uses of land.” 
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States.*® The question is when should an owner be compelled to do something 
for the general welfare without compensation? The Commonwealth statutes 
draw a distinction between a restriction imposed on the principle of “good 
neighborliness” and one imposed to obtain a benefit. The state need not com- 
pensate an owner when it takes (restricts) his privileges of ownership in order 
to prevent him from hurting othrs, but when the state restricts his privileges 
in order to obtain a benefit, it must compensate.*° 

There is much in American constitutional case law to support this distinc- 
tion, although precise accuracy in application is not required under the rule 
of deference to the legislative judgment.** Thus, it has been held unconstitu- 
tional to compel an owner without compensation to leave his land vacant in 
order to obtain the benefits of open land for the public,** to commit it to a 
park where there is a general need for a park,*” to use it for a parking lot 


* There is discussion of this problem in the 4 Parl. Reports (Barlow, 1940) (Cmd. 6153) 
and 4 Parl. Reports (Uthwatt, 1942) (Cmd. 6386). 

See also 1952 White Paper, Amendment of Financial Provisions, Town and Country 
Planning Act of 1947, 24 Parl. Accounts and Papers (Cmd. 8699, 1952). See also Davidson 
op. cit. supra note 11, and A. J. Brown & H. M. Sherrard, Town and Country Planning, C. 
20, “Legislation for Planning” (Melbourne, 1951). 


* Town and Country Planning Act, 22 & 23 Geo. V., c. 48 (1932); Town and Country 
Planning Act, 2 and 3 Eliz. II, c. 72, §§ 20 and 21 (1954); Victoria Planning Act, Victoria 
Acts of Parliament, No. 5778, § 8 (3) (c) (1954); New South Wales Local Government 
(Town and Country Planning) Amendment Act, 41 N.S.W. Stat. §342AC (1945), particu- 
larly subsection (2); New Zealand Town and Country Planning Act, N.Z. Stat., No. 91, 
§ 44 (1953). 


= The classic statement in the field under consideration is that of Holmes, J., in Louisville 
& N.R. Co. v. Barber Asphalt Paving Co., 197 U.S. 430, at 433-34: 

“There is a look of logic when it is said that special assessments are founded on special 
benefits and that a law which makes it possible to assess beyond the amount of the special 
benefit attempts to rise above its source. But that mode of argument assumes an exactness 
in the premises which does not exist. The foundation of this familiar form of taxation is a 
question of theory. The amount of benefit which an improvement will confer upon par- 
ticular land, indeed whether it is a benefit at all, is a matter of forecast and estimate. In 
its general aspects at least it is peculiarly a thing to be decided by those who make the 
law. . . . It is dangerous to tie down legislatures too closely by judicial constructions not 
necessarily arising from the words of the constitution . . . upholding the act as embodying 
a principle generally fair and doing as nearly equal justice as can be expected seems to 
import that if a particular case of hardship arises under it in its natural and ordinary appli- 
cation, that hardship must be borne as one of the imperfections of things human.” 

See also Butters v. Oakland, 263 U.S. 162 (1923). 


* See Gali v. County of Cook, 405 II. 396, 91 N.E. 2d 395 (1950) ; Cf. McCarthy v. City 
of Manhattan Beach, 41 Cal.2d 879; 264 P.2d 932 (1954), cert. denied, 348 U.S. 817 (1954). 
In this case the court found it necessary to find that the ordinance prohibiting any use other 
than beach uses was for the purpose of preventing harm to occupants (danger to houses) 
and damage to other landowners in order to sustain the ordinance. The clear implication 
of the decision is that if the only purpose of the ordinance was to obtain the benefits of beach 
uses it would have been unconstitutional without compensation. See also Arverne Bay Con- 
struction Co. v. Thatcher, 278 N.Y. 222, 15 N.E. 2d 587 (1938). 


* Miller v. City of Beaver Falls, 368 Pa. 189, 82 A. 2d 34 (1951). 
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where a community wishes the benefit to be obtained from a parking lot,*° 
to install a grade crossing in order to promote the convenience of others," 
or to hold land in reserve for desired industrial development.** On the other 
hand, it is permissible, without compensation, to compel an owner to furnish 
land for a park where the need for the park is caused by his own land use,** 
to furnish land for streets where the need for the streets is related to the 
traffic generated by the owner’s use of the Jand,** to install water and sewer 
lines where the need for such lines results from the owner’s land use,*° or to 
contribute to the cost of grade crossing removal where the use of the owner 
creates a danger or hazard to others.*® 

Much of the enabling legislation for zoning recognizes this distinction be- 
tween an external cost and an external benefit. Such legislation speaks of 
“securing” or “preserving,” “avoiding” or “preventing” certain enumerated 
evils as the purpose for which zoning is permitted. 


In summary central planners may, as a planning function, plan a private 
development in the community only where there is a desired or unwanted 
impact of such development on other land in the community. By and large 
the steps which government can take to secure the desired external impact 
are steps requiring compensation to the owner whose land is taken for this 
purpose. Restriction of private decisions in order to compel him to contribute 
a benefit to the public appears not to be permissible or desirable. On the other 
hand, government may prevent activity of a private owner which imposes an 
external cost upon others. 

Before concluding this analysis of the role of the city planner in allocating 
external costs and benefits from public and private projects, one specious type 
of external cost should be noted. As has been said, “a legitimate concern of 
social costs seems sometimes to shade into an excessive preoccupation with the 
costs of local authorities and other public bodies.’’** The most rapidly increas- 

® Vernon Park Realty, Inc. v. City of Mt. Vernon, 307 N.Y. 493, 121 N.E. 2d 517 (1954), 
noted in 68 Harv. L. Rev. 1089 (1955). 


*™ Nashville, C. & Si. L. Ry. v. Walters, 294 U.S. 405 (1935) ; Atchinson, T. & S.F. Ry. Co. 
v. Pub. Util. Comm’n., 346 U.S. 346 (1953) ; Chicago St. P., M. & O. Ry. Co. v. Holmberg, 
282 U.S. 162 (1930). 


* Corthouste v. Town of Newington, 140 Conn. 284, 99 A.2d 112 (1953). 
In re Lake Secor Deviopment Co., 141 Misc. 913, 252 N.Y.S. 809 (1931). 


™ Ridgefield Land Co. v. Detroit, 241 Mich. 468, 217 N.W. 58 (1928) ; Newton v. Ameri- 
can Security Co., 201 Ark. 943, 148 S.W.2d 311 (1941); cf. Ayres v. City Council of Los 
Angeles, 34 Cal.2d 31, 207 P.2d 1 (1949). 

* Mefford v. City of Tulare, 102 Cal. App.2d 919, 228 P. 2d 847 (1951); Allen y. Stock- 
well, 210 Mich. 488, 178 N.W. 27 (1920). 


* See Note 30 supra. 





** See Davidson, op. cit. supra Note 11 at 46. 
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ing preoccupation of planners seems to be with stopping or slowing down 
private development where it is said that the building boom has outdistanced 
the willingness or ability of a community to provide new schools, water and 
sewer lines and other capital improvements needed for the new development.** 

This new responsibility is particularly alluring because at first glance it 
appears to be a regulation of the external cost of private development. It is 
said that a new subdivision development in a new area is wasteful of municipal 
facilities if such facilities are not used to capacity in another area where 
development started but has not proceeded to full utilization. More ardently, 
it is said that a new development demands municipal services which exceed, 
in costs, the taxes collectible from it so that an external cost is thrown on 
other taxpayers in the community. This kind of external cost is not a true cost 
thrown on noncorisumers of land’s services because of the relationship of one 
parcel of land to another. The external cost, if any, results not from incom- 
patibility of uses but from the inadequacies of existing government taxing and 
pricing machineries. To deny permission to subdivide one area because it will 
mean constructing new facilities while the municipality has not recouped its 
costs from those installed elsewhere is to do what British cities operating gas 
lighting plants did at the turn of the century when they refused permission 
to build electric power plants until the city could recover fully the cost of its 
gas plant. This involves only obsolescence which the municipality would deal 
with by a price reduction sufficient to induce utilization of the services. 

More basic is the lack of distributive justice if excessive capital demands 
are made the basis of denial of right to subdivide. For a conclusion that a 
large new subdivision imposes on all taxpayers a charge for services used only 
by the new development is very probably only a conclusion that the existing 
tax structure imperfectly relates costs to benefits. Existing taxpayers do not 
pay in relation to benefit received so that a new development denied on this 
basis is a request that a single group of taxpayers be singled out for treatment 
different from all other taxpayers. In any event, the case law has taken a 
skeptical view of this factor as a legitimate reason for interfering with de- 
cisions of private citizens concerning land uses.*® 

Now that we have constructed a theory of the master plan which enables us 
to separate the responsibilities of a central planner from those of a depart- 


*Sce generally Fagin, Financing Municipal Services in a Metropolitan Region, 19 J. Am. 
Inst. Planners 214 (1953) ; Fagin, op. cit. supra Note 6; Green, Development Timing, Pro- 
ceedings of the Annual Meeting of American Society of Planning Officials, 1955, p. 81 
(1956) ; Smith, Municipal Economy and Land Use Restrictions, 20 Law & Contemp. Prob. 
481 (1955). 


“See Beach v. Planning and Zoning Commission, 141 Conn. 79, 103 A.2d 814 (1954); 
and Mansfield & Sweet, Inc. v. West Orange, 120 N.J.L. 145, 198 Atl. 225 (1938), both 
holding consideration for the increased tax burden improper. Sce also cases collected in 
Smith, op. cit. supra Note 38. 
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mental official and of a private landowner we can judge the implication of 
giving central planners certain special functions. Among the additional func- 
tions delegated to the central plan commission worthy of note are: (1) ren- 
dering market analysis services for private owners; (2) control of the annual 
capital budget of the community; (3) reviewing or vetoing location decisions 
of various public operating agencies; (4) regulating the quality of new sub- 
division development. 

1. Market analysis functions —It was suggested earlier in this paper that 
forecasting for operating departments of government might be a part of the 
plan commission’s coordinating function and, therefore, part of city planning. 
It has been suggested that the same service should be provided for private 
land owners.*® Unless a commission is given monopoly status so that no pri- 
vate owner could use any other forecasting service, the same coordinating 
possibilities will not materialize. But performance of such a service may be 
desirable in its own right in that the greater the knowledge with which private 
decisions are made, the greater the likelihood that the total private and social 
net product of land use will equal each other. The only argument against 
performing this service is that it competes, without charge, with numerous 
private market analysis agencies performing this service for a fee. The desir- 
ability of making more knowledge available for use in formulating market 
decisions probably outweighs this disadvantage. 

2. Capital budget functions—In some communities the central plan com- 
mission allocates scarce capital funds obtained from borrowing and other 
sources among competing demands for capital improvements.*! It should not 
be the function of the central planner to advise on or control priorities in 
allocating scarce capital resources of government among competing uses on 
the basis of comparative needs of prospective users of services; that is the 
function of the budget and other finance officers. But central planners could 
advise on capital budgeting and even plan priorities in terms of the external 
impact of the locations of competing projects.‘* Thus the central planner 
could advise that the building of a school in district A is more important for 
the community than locating a school or some other public works in district 
B because the total gain to the community will be greater due to some ex- 
ternal benefit or cost. If the central planner advises that district A should 


“See Myerson, Building the Middle-Range Bridge for Comprehensive Planning, 22 J. 
Am. Inst. Planners 58, 59 (1956), advocating a market analysis function for city planners. 


“ See N.Y. City Charter §§ 217-224 for a discussion of capital budgeting; see Katzenbach, 
Financing Public Improvements, in McDougal and Haber, op. cit. supra Note 4 at 928, 939- 
42. 

“See Lombardi, The Planning Agency and Capital Improvement Programs, 20 J. Am. 
Inst. Planners 95, 99. “Rather the contribution [of the Plan Commission] should give em- 


phasis to the relationship of the master plan to the total program and upon the coordina- 
tion of public facilities in the right locations.” 
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have priority because there is a greater need for a school in district A than 
in B, he is usurping the function of the department of education planners. 
If he advises there is a greater need for streets than schools he is advising the 
political side of government on a political basis, and he is no more competent 
than any other citizen on this matter. 

3. Reviewing or vetoing decisions of operating agencies ——Some legislation 
provides that certain specified projects such as municipally built parking lots 
should be approved by the central planner.** Again the test of the planner qua 
planner ought to be the external impact of the project, not the desirability of 
the project from the standpoint of economy and efficiency. 

4. Regulating the quality of new development.—In subdivision controls in 
many places the central planner has been given the responsibility of protecting 
the health, safety and even economic welfare of house and lot purchasers.** 
Thus, subdivision controls may be applied to control lot size and arrangement, 
drainage, other factors going to the satisfactions of users, and even to control 
the supply of lots available. In some ways it is odd that the group in the popu- 
lation best able to protect itself (suburban home purchasers) is given greater 
protection against its own folly than is given to renters who on the whole 
are a less favored group in the population.** Subdivision control started as 
regulation of external impact such as street alignment, grade and capital im- 
provements. It then progressed to control situations such as subsoil drainage 
which purchasers could not discover for themselves on reasonable inspection. 
But it appears that now the central planner regulates lot size and arrangement 
on a belief that the customers will so quickly regret their decisions that the 
area is likely to become blighted because of obsolescence. A refusal to approve 
a subdivision because the planners prefers a “Radburn” type of lay-out to 
that proposed by the private developer would be comparable to an order of the 
Federal Trade Commission preventing automobile companies from marketing 
a car with a two-tone color scheme because it believed the public would so 
quickly tire of the style that there would be accelerated obsolescence. In street 
planning terms, the plan commission ought to concern itself with design and 
layout of the subdivision only where the development as proposed will adverse- 
ly affect neighboring properties. Any further interference with private deci- 
sions must be justified on some other basis such as the consumer’s inability to 


“ See e.g., Ill. Rev. Stat. (1953) c. 24, § 52.1-1 (municipally owned parking facilities) . 


“Tilustrations of this activity of central planners are legion. See e.g., situations discussed 
in Melli, Subdivision Control in Wisconsin, 1953 Wis. L. Rev. 389; Note, 65 Harv. L. Rev. 
1226 (1952); Note, 28 Ind. L. J. 544 (1953). See also In re Sidebotham, 12 Cal.2d 434, 85 
p.2d 453 (1938) cert. denied, 307 U.S. 634 (1939). See, generally, Lautner, Subdivision Regu- 
lations (1941). 


“Numerous reports indicate that the economic status of new home purchasers in sub- 


divisions is higher than that of city renters. See 1950 Census of Housing, Vol. II, p. 1-3 to 
1-42. 
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acquire the information needed to make a rational choice. If central planners 
take on this function of protecting the consumer it is difficult to see why they 
should not also administer the building code, the health and sanitation laws 
and even the pure food laws. 

What is needed in planning is a philosophy delineating the reasons for inter- 
ference by central planners with the decisions of others. This paper has sug- 
gested a line which distinguishes those factors which market allocation of 
resources would take into account from those which considerations of efficiency 
and economy ignore. Central planner interference is consistent with a market 
economy when it limits its consideration to the external impact on neighboring 
land. In a society such as ours it should take a strong case to permit the substi- 
tution of the judgment of a city planner for the judgment of owners as to allo- 
cation of resources or of other departments of government. That case can per- 
haps be made where there is a clear showing of social costs from a particular 
land use. Can it be made where the central planner is concerned about the hap- 
piness and welfare of people who more or less freely decide to use land in a par- 
ticular way that hurts no one but themselves? 





























